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STATEMENT OF JURISDICTION

Pleadings and facts: On the ground of grossly exces-

sive, fraudulent and discriminatory overvaluation and

taxation, plaintiff, a Wisconsin corporation, owning and

operating a railway in the twenty-three defendant coun-

ties of the state of Washington, sought an injunction re-

straining the collection by each of these appealing coun-

ties and their officers of unpaid taxes amounting to more

than $3,000 for each of the assessment years, 1935 and

1936. (R. 2-42.) The suit was alleged to arise under the

federal constitution, and the amount in controversy to

exceed $3,000 exclusive of interest and costs as between

plaintiff and each of these appealing defendants. (R. 6.)

On June 26, 1939, a final decree was entered restrain-

ing collection by each of these appealing defendants of

taxes amounting, for each such assessment year, to over

$3,000. (R. 834.) This appeal was taken on September

20, 1939. (R. 3225.)

Jurisdiction of district court: Plaintiff contended

that the district court had jurisdiction under section 24,

subdivision one, of the Judicial Code as amended. These

appealing defendants contend that the district court was

without jurisdiction to enter the injunctive decree in

view of Judicial Code, section 24, as amended by Act of

August 21, 1937 (50 Stat. 738), providing that district

courts are without jurisdiction to enjoin assessments and

collection of taxes imposed by state authority where an

adequate remedy exists in law or in equity in the state

courts. (Spec. 3, post p. 12.)

Jurisdiction of Appellate Court: Appellants contend

that the appellate court has jurisdiction under section



128, paragraph one, subdivision "a" of the Judicial Code
as amended, providing that circuit courts of appeal shall

have appellate jurisdiction to review final decisions of

district courts in all cases save where a direct appeal to

the supreme court is allowed under section 238 (not true

of the decree below).



STATEMENT OF THE CASE

Significance of terms used herein. To avoid uncer-

tainty and needless repetition of definitions, the expres-

sions set forth below will be used in this brief in the sense

there indicated:

"Appellants, Adams County et al." means all defen-

dants other than Appellants, King County et al., and

other than Mason and Columbia counties and their offi-

cers;

"Appellants, King County et al.," means defendants

and appellants, King, Pierce, Spokane, Grays Harbor and

Lincoln counties, their treasurers and county commis-

sioners, who appealed as a single group herein;

"Assessm^enf means the assessment of plaintiff's

Washington operating property;

"Burlington road" means the Chicago, Burlington &

Quincy Railroad Company, 97.18% of whose common

stock is owned, share and share ahke, by the N. P. and

G.N. (R. 1207);

"Burlington stock" means the common stock of the

Burlington road;

"Commercial value" means that value computed

without reference to cost, reproduction cost, or depreci-

ated reproduction cost;

"Defendants, Adam^ County et al.," means all defen-

dants other than defendants, Lewis County et al. (and

other than Mason and Columbia counties, their treasurers

and county commissioners, who were early dismissed

from the suit (R. 62);



"Defendants, Lewis County et al./' means the defen-

dants, Lewis, Pierce, Grays Harbor, Lincoln, Whatcom

and Benton counties, and their treasurers and county

commissioners who, as a group, interposed a separate

amended answer (R. 62-4), and participated in the trial

as a separate group of defendants;

"Depreciated reproduction cost" of the portions of

plaintiff's railroad indicated in the text means the cost of

reproduction at 1910 to 1914 prices of labor and material,

less depreciation, all as determined by the I. C. C. in its

final valuation of plaintiff's operating property as of June

30, 1917, to which is added the net expenditures for addi-

tions and betterments subsequent to such valuation date,

such net expenditures being depreciated by accounts at

the same rate of depreciation as that found by the I. C. C.

in its 1917 valuation;

"G. N." means the Great Northern Railway Company;

"I. C. C." means the Interstate Commerce Commis-

sion;

"Land Grant Lands" means the unsold portion of the

lands granted to the N. P. and its predecessors by the fed-

eral government;

"JV. I. Co." means the Northwestern Improvement

Company, all of whose stock is owned by the N. P.;

"Net earnings value" means the value of the particu-

lar property referred to in the text indicated by capital-

izing at a given percentage the annual net earnings of

such property averaged over a period of one or more

years;

"N. P." means the Northern Pacific Railway Com-
pany;



"Plaintiff" means the Northern Pacific Railway Com-

pany, which was plaintiff below, and is appellee and cross-

appellant here;

"Reassessment" means the reassessment of Septem-

ber 2, 1937, of plaintiff's Washington operating property;

"S. P. & S." means the Spokane, Portland, & Seattle

Railway Company, of which the N. P. and G. N. each

owns one-half the stock and bonds (R. 1204)

;

"S. P. & S. System" means the railroad system com-

posed of the S. P. & S, and its subsidiaries, the Oregon

Trunk, Oregon Electric, United Railways and the Gales

Creek & Wilson River Railway;

"Stock and bond value" means the value of the par-

ticular corporate property referred to in the text indi-

cated by the market value of the stock and bonds of the

particular company indicated by market quotations less

proper deductions for all the corporate assets other than

the particular property to which the definition is applied;

"Tax Commission" means the tax commission of the

state of Washington.

Assessment of Railroad Property in Washington. In

Washington, a railroad company's real and personal oper-

ating property located within the state is each annually

valued as a unit for taxation purposes. These state-wide

values are then apportioned to the interested counties

on a track-mileage basis, and as to each such county, the

apportioned value is then equalized by applying thereto

the ratio of assesed to actual value of the other taxable

property in such county. This county equalized value is

then distributed on a track-mileage basis to the various

taxing units in such county and each taxing unit's portion
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is then spread upon the county tax rolls, the various tax

levies applied thereto and the taxes collected thereon by

the same procedure applicable to other taxable property.

(Laws of Wash., Ex. Sess. 1925, ch. 130, sees. 35-49; Rem.

Rev. Stat, sees. 11156-11170; Laws of Wash, of 1935, ch.

123; Rem. Rev. Stat., sees. 11156-1 to 11156-20.)

The state constitution provides that a railroad com-

pany's rolling stock and other movable property is to be

deemed personal property and liable to taxation in the

same manner as the personal property of individuals.

(Wash. Const., art. 12, sec. 17.) Elsewhere, the constitu-

tion provides that for taxation purposes "all real estate

shall constitute one class." (Wash. Const., 14th Amend.)

In harmony with these provisions, the statutes provide

that the rolling stock and other moveable property be-

longing to any railroad company "shall be considered as

personal property and shall be assessed and taxed as

such," and that all other railroad property "shall be as-

sessed and taxed as real property." (Rem. Rev. Stat.,

sees. 11170, 11156-8; post pp. 257-8.)

The complaint. On December 7, 1936, plaintiff, a

Wisconsin corporation, owning and operating a railroad

extending from Washington and Oregon on the west to

Wisconsin and Minnesota in the east, filed its complaint

in the eastern district of Washington, northern division,

against 23 Washington counties, their treasurers and

county commissioners praying for an injunction restrain-

ing the collection of a large proportion of the ad valorem

taxes theretofore levied for the years 1935 and 1936 on

plaintiff's operating property upon the ground of claimed

fraudulently excessive state-wide assessment by the tax

commission and state board of equalization. The 100%



state-wide combined assessed valuations of its operating

real and personal property were $90,000,000 for 1935, and

$88,500,000 for 1936. Plaintiff alleged a value not exceed-

ing $37,656,065 for 1935 and $32,078,647 for 1936. (R. 13,

27.) The complaint will be considered more in detail in

our discussion of its sufficiency. (Post pp. 32-43.)

Motion to dismiss. Thereafter defendants moved

that the bill be dismissed as to each cause of action on

the grounds, among others, (1) that plaintiff had a plain,

speedy and adequate remedy at law by a refund action

after payment of the offending taxes, (2) that the bill

failed to state facts sufficient to entitle plaintiff to any

relief, and (3) that as to defendants. Mason and Colum-

bia counties and their officers, the requisite jurisdictional

amount was not involved. (R. 45-62.)

In the meantime plaintiff filed an amended and

supplemental complaint (R. 73) to which said motion

was deemed directed.

After hearing said motion, the district court, on

March 12, 1937, entered its order dismissing the suit as

to defendants, Mason and Columbia counties and their

officers, with their costs, but otherwise denying defen-

dants' said motion. (R. 62-4.)

On March 30, 1937, the remaining defendants filed

their answer which, among other things, denied the ex-

cessive assessments of plaintiff's operating property (R.

74-115), and beginning May 10, 1937, plaintiff took the

depositions of certain of its witnesses. (R. 841.)

Reassessment Proceedings. The Washington stat-

utes (ch. 106, Laws of 1931; post pp. 259-262) provide that

if, on examination of a complaint attacking an assessment

and an investigation of the facts, it appears that an error
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in taxation has occurred, the tax commission may, upon

notice and hearing, reassess the property involved.

Pursuant to said statute, the tax commission, on June

8, 1937, adopted a resolution declaring its intention to re-

assess plaintiff's operating property for the years 1935

and 1936, and gave the statutory notice fixing July 15,

1937, as the time of hearing. On that date, plaintiff ap-

peared by its attorneys and submitted to the Commission

as its only showing, the computations, set-ups, etc.. there-

tofore submitted to the Commission and State Board on

the hearing on the original assessments. (Defs' Ex. 53,

R. 2695-7.) The Commission thereupon served on plain-

tiff's counsel typewritten statements setting forth cer-

tain data and figures it then believed pertinent, and ad-

journed the hearing to July 29, 1937, and by a later order,

to August 16, 1937. On August 9 and 13, 1937, the Com-

mission caused to be served on plaintiff's counsel further

typewritten statements setting forth all the data and fig-

ures thereafter used in making its reassessment, together

with appropriate references to parts of the records in cer-

tain previously tried state and federal suits which it pro-

posed to consider. On the hearing date (August 16,

1937), plaintiff's counsel again appeared and filed certain

written objections to the hearing and reassessment, but

introduced no further evidence. (Defs' Ex. 53, R. 2695-7.)

Reassessment. On September 2, 1937, the tax com-

mission entered its order reassessing plaintiff's Washing-

ton operating property for 1935 and 1936 at the same fig-

ures fixed on the original assessments; to-wit: for 1935, at

a 100% valuation of $79,320,000 on real property and $10,-

680,000 on personalty, or a total on the two of $90,000,000;

and for 1936, at a 100% valuation of $78,349,000 on real
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property and $10,151,000 on personalty, or a total on the

two of $88,500,000. (Defs' Ex. 53, R. 2776-8.) Therewith,

the commission filed a printed 116-page opinion showing

in detail just how it arrived at these figures. (See Defs'

Ex. 53, R. 2695-2810.)

Further pleadings. On September 18, 1937, the court,

pursuant to stipulation (R. 123), ordered that plaintiff

might file a second supplemental complaint "alleging ma-

terial facts occurring after its former pleading here-

in," and allowing defendants to file a supplemental or

amended answer. (R. 125.)

Pursuant to this order, plaintiff, on September 21,

1937, filed a second supplemental complaint alleging said

reassessment and setting forth a copy of the reassessment

order, but not attacking the same further than to allege

that such reassessed values were "the identical value

placed thereon for each of said years by the original as-

sessment, alleged and shown to be grossly excessive and

fraudulent in the original complaint." (R. 126.)

On October 18, 1937, defendants, Lewis county and

its officers, filed an amended answer to complaint and an-

swer to second supplemental complaint, wherein, among

other things, they denied that either the original assess-

ments or the reassessments were excessive, and alleging

as an affirmative defense, the reassessments for the years

1935 and 1936 and the making of such reassessment order

and opinion and praying for the dismissal of the suit. (R.

173.) Defendant Lewis county's amended and supple-

mental answer was later, with the court's permission,

adopted as their own by defendants, Whatcom, Grays

Harbor, Lincoln, Benton and Pierce counties and their

officers. (R. 225.)
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On October 21, 1937, Attorneys Ewing and Colburn,

purporting to act for all the defendants except Mason

and Columbia counties and their officers, filed an amended

and supplemental answer to the complaint and second

supplemental complaint denying excessive valuation in

either the original assessments or reassessments, and like-

wise alleging the reassessments and praying for the dis-

missal of the suit. (R. 159.)

No reply was interposed to either of these answers.

On January 22, 1938, Richard W. Nuzum was ap-

pointed special master (R. 232), before whom the cause

was tried beginning February 28, 1938. (R. 839.)

On September 6, 1938, the special master filed his

report and proposed findings, conclusions and decree

(R. 235), wherein he reported in substance that said

1935 and 1936 assessments were grossly excessive and

made by fundamentally wrong and unlawful methods

and that the same should be reduced from $90,000,000

to $63,073,433 for 1935 and from $88,500,000 to $58,692,565

for 1936. (R. 602.) The report was wholly silent as to

either the value of, or what reduction should be made

as to, the personal property assessments or the real

property assessments individually.

Defendants excepted to the master's report (R. 640)

and after a hearing thereon, the same was approved

without opinion. (R. 744.)

The court's findings, conclusions and decree were

entered on June 26, 1939 (R. 799), substantially in accord

with the master's report, and on the same day the court

entered its order on plaintiff's and defendants' exceptions

to the master's report. (R. 749.)
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Before the entry of the findings, conclusions and de-

cree, defendants objected to the making of any findings,

conclusions or decree based in any way upon the reassess-

ments for 1935 and 1936 on the ground that with respect

thereto, plaintiff's complaints failed to state a cause of

action, which objections were overuled. (R. 792.)

When the court's findings and conclusions were an-

nounced, but before their entry, defendants offered writ-

ten objections thereto (R. 767) which were each and all

overruled. (R. 791.)

From the foregoing decree, this appeal is taken by

appellants King County et al. (R. 3225) and a similar

appeal has been taken by all the other defendants other

than Mason and Columbia counties and their officers.

(R. 3246.)

Plaintiff has also appealed from the decree. (R.

3257.)
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SPECIFICATIONS OF ERROR

(1) The court erred in denying defendants' motion

to dismiss the complaint for failure to state a cause of ac-

tion as to either the 1935 or 1936 assessment. (R. 45, 62.)

(2) None of plaintiff's complaints, either original,

amended, or supplemental, states a cause of action with

respect to either the 1935 or 1936 reassessment. Hence

—

(2-a) The special master erred in overruhng the ob-

jection of defendants, Lewis County et al., to the introduc-

tion of any evidence by plaintiff (R. 840-841);

(2-b) The special master erred in overruhng de-

fendants' motion made at the close of plaintiff's case that

no further evidence be heard but that the cause be forth-

with reported back to the district court with recommen-

dations that the suit be dismissed (R. 1469-70)

;

(2-c) The court erred in overruling defendants' ob-

jection to the court's making any findings of fact or con-

clusions of law or entering any decree based in any way

upon said reassessments (R. 792);

(2-d) The court erred in entering any decree other

than one of dismissal.

(3) Plaintiff neither alleged nor proved the absence

of a plain, speedy or efficient remedy at law or in equity

in the state courts with respect to either the 1935 or 1936

reassessment. Hence

—

(3-a) The special master and court erred in over-

ruling defendants' motions and objections and each of

them referred to in Specifications of Error 2-a, 2-b, and

2-c;
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(3-b) The court erred in finding that plaintiff was

without a plain, speedy, adequate, complete and efficient

remedy at law (R. 826); and the court further erred in

overruling Defendants' Exception No. 154 (R. 727) to a

similar finding (R. 612-616) of the master (see Ex. 154

and ruling thereon, Appendix M, post pp. 381-2);

(3-c) The court erred in concluding that plaintiff

had no plain, speedy, adequate and efficient remedy at

law or equity in a state court, nor any remedy whatever

in a federal court of law (R. 834) ; and the court further

erred in overruling Defendants' Exception No. 162 (R.

731) to a similar conclusion (R. 620) of the master (see

Ex. 162 and ruling thereon. Appendix M, post pp. 382-3)

;

(3-d) The court erred in entering any decree other

than a decree of dismissal.

(4) Plaintiff sought and was granted an injunction

restraining the collection of a certain proportion of the

taxes levied and assessed against both its real and personal

operating property based on a 100% combined assessed

valuation thereof of $90,000,000 for 1935 and $88,500,000

for 1936. The portion of these respective amounts as-

sessed against personal property was $10,630,000, or

11.867% for 1935, and $10,151,000, or 11.47% for 1936.

(Defs' Ex. 53, R. 2965.) Plaintiff neither alleged nor

proved in what amounts, if any, said operating personal

property assessments, or either of them, were unlawfully

excessive, or in what amounts, if any, said operating real

property assessments, or either of them, were unlawfully

excessive. Moreover, prior to judgment, said 1935 and

1936 personal property assessments had been paid in full.

Hence

—
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(4-a) The court erred in granting plaintiff any in-

junctive or other relief as to either said 1935 or said 1936

operating personal property assessments and taxes;

(4-b) The court erred in granting plaintiff any in-

junctive or other relief as to either said 1935 or said 1936

operating real property assessments and taxes.

(5) The court erred in finding that in all essential

particulars, or in any particular, the tax commission's

counsel conducted the 1935 and 1936 reassessment hear-

ings, and in finding that said hearings or any thereof were

unfair to plaintiff (R. 805-7) ; and the court further erred

in overruling Defendants' Exception No. 8 (R. 643), No. 9

(R. 644) and No. 138 (R. 701-5) to similar findings (R.

371-3, 582-590) of the master. (See Exs. 8, 9, and 138' and

rulings thereon, Appendix M, post pp. 347, 360-363.)

(6) The court erred in finding that the tax commis-

sion delegated to its counsel its duty and function of pre-

paring said Commission's Reassessment opinion and order

and that the same did not represent the informed judg-

ment of said Commission or of any of its members (R.

805-7) ; and the court further erred in overruling Defend-

ants' Exceptions No. 10 (R. 644) and No. 138 (R. 701-5)

to similar findings (R. 371, 582-590) of the master. (See

Exs. 10 and 138 and rulings thereon. Appendix M, post

pp. 347, 360-363.)

(7) The tax commission valued and reassessed

plaintiff's Washington operating property for 1935 and

1936 as follows: For 1935: real property, $79,320,000,

personal property, $10,680,000, total, $90,000,000; and for

1936: real property, $78,349,000, personal property, $10,-

151,000, total, $88,500,000. (Defs' Ex. 53, R. 2695, 2777,)
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The court found and concluded that these combined real

and personal property assessments were made by arbi-

trary and fundamentally wrong methods and were greatly

excessive and discriminatory, and found that such com-

bined assessments should have been $63,073,442 for 1935

and $58,692,565 for 1936. (Finding XX, R. 821-3.) In so

finding and concluding, the court erred in the following

particulars:

(7-a) In finding and concluding that in valuing

plaintiff's Washington operating property it was neces-

sary for the tax commission to find the market value of

plaintiff's railway system and to allocate the same to

Washington (Finding X, R. 807); and the court further

erred in overruling Defendants' Exceptions No. 13 (R.

645) and No. 139 (R. 705) to similar findings (R. 557-8,

590) of the master (see Exs. 13 and 139 and rulings there-

on, Appendix M, post pp. 348, 363)

;

(7-b) In finding and concluding that in failing to

use in its valuation formula capitalized past net railway

operating income as a separate and distinct indication of

system market value, the tax commission used an arbi-

trary and fundamentally wrong method of valuation jus-

tifying the nullification of said assessments (Finding XI,

R. 807-8; Conclusion III, R. 832-3); and the court further

erred in overruling Defendants' Exceptions Nos. 6 and 7

(R. 642-3) to similar findings and conclusions (R. 450,

487, 531, 549) of the master (see Exs. 6 and 7 and rulings

thereon. Appendix M, post p. 346)

;

(7-c) In finding and concluding that the tax com-

mission's method of arriving at its valuations by giving

80% weight to Washington's proportion of system stock

and bond value, and 20% weight to the depreciated re-
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production cost of plaintiff's Washington operating prop-

erty, was fundamentally erroneous justifying the setting

aside of said assessments (R. 822-3); and the court fur-

ther erred in overruling Defendants' Exception No. 146

(R. 712) to a similar finding and conclusion (R. 597-600)

of the master (see Ex. 146 and ruling thereon, Appendix

M, post pp. 370-371);

(7-d) In finding and concluding that in using one

year market quotations as a basis for determining the

stock and bond value of plaintiff's railroad system, the

tax commission did not exercise a fair and informed judg-

ment and discretion, but used said period to give the

greatest value to said property rather than to find its fair

market value, and that the use of such one-year test pe-

riod warranted the nullification of said assessments (R.

807-8) ; and the court further erred in overruling Defend-

ants' Exceptions No. 4 (R. 642) and No. 140 (R. 705) to

similar findings and conclusions (R. 375-6, 590) of the

master. (See Exs. 4 and 140 and rulings thereon. Appen-

dix M, post pp. 346, 363-5.)

(8) The court erred in nullifying the tax commis-

sion's findings that the market value of plaintiff's stock

and funded debt as of March 1, 1935, was $339,315,872,

and as of March 1, 1936, was $344,874,344 (Defs' Ex. 53,

R. 2704), as having been reached by arbitrary and

fundamentally wrong methods, and in finding the true

market value of said stock and funded debt as of March 1,

1935, to be $349,257,078, and as of March 1, 1936, to be

$319,121,201 (Finding XIV, R. 812-813), or any amounts

other than those so found by the tax commission. The

court likewise erred in overruling Defendants' Exception

No. 143 (R. 709) to the finding of the master (R. 594)
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to the same effect. (See Ex. 143 and ruling thereon, Ap-

pendix M, post p. 367.)

(9) The court found that the reproduction cost of

plaintiff's railroad as determined by the I. C. C. as of June

30, 1917, at average prices of 1910 to 1914, plus cost of net

additions and betterments, using present market value of

lands as of the assessment dates in question, and depre-

ciating structures as of December 31, 1934, was $406,671,-

775, for the system and $135,164,742 for the portion in

Washington; and that the corresponding figures as of De-

cember 31, 1935, were $395,685,894 for the system, and

$131,073,812 for the portion in Washington. (R. 808-9,

821.) Having found such figures, the court used the same

as a basis for its findings and conclusions that the tax

commission's assessments and reassessments for 1935 and

1936 were made by arbitrary and fundamentally wrong

methods and were greatly excessive and discriminatory,

and that said 1935 and 1936 assessments and reassess-

ments should have been $63,073,442 and $58,692,565 re-

spectively. (R. 822.)

In so finding and concluding, the court erred in the

following particulars:

(9-a) The evidence shows that the cost of labor and

material required in the reconstruction of plaintiff's rail-

road had, on said respective valuation dates, greatly in-

creased since 1914 and it was consequently wholly erro-

neous to use such I. C. C.'s figures as to all elements

other than land and depreciation of structures, and to

use the purported present value of land and present de-

preciation of structures, without also using the present-

day cost of labor and material necessary for the recon-

struction of said railroad.
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The court also erred in overruling Defendants' Ex-

ceptions No. 118 (R. 691), No. 120 (R. 692), No. 146 (R.

712), and No. 149 (R. 716) to similar findings and conclu-

sions (R. 418-19, 487, 531, 559, 597-600, 602-3) of the mas-

ter. (See Exs. 118, 120, 146 and 149 and rulings thereon,

Appendix M, post pp. 358-9, 370-374.)

(10) The court erred in finding that the depreci-

ated reproduction cost of plaintiff's railway system (a)

as of December 31, 1934, was only $406,671,775 (R. 808-9,

821) or any other amount less than $480,119,888 as found

by the tax commission (R. 2795-6); and (b) as of De-

cember 31, 1935, was only $395,685,894 (R. 808-9, 821),

or any other amount less than $478,252,920 as found by

the tax commission (R. 2795-6); and the court further

erred in overruling Defendants' Exceptions No. 120 (R.

692) and No. 146 (R. 712) to similar findings (R. 559,

597-600) of the master. (See Exs. 120 and 146 and rul-

ings thereon. Appendix M, post pp. 358-9, 370-371.)

(11) The court erred in finding that the depreciated

reproduction cost of plaintiff's Washington operating

properties (a) as of December 31, 1934, was only $135,-

164,742 (R. 808-9, 821) or any other amount less than

$158,731,254 as found by the tax commission (R. 2795-6);

and (b) as of December 31, 1935, was only $131,073,812

(R. 808-9, 821) , or any other amount less than $158,138,051

as found by the tax commission. (R. 2795-6.)

The court also erred in overruling Defendants' Ex-

ceptions No. 118 (R. 691), No. 120 (R. 692), No. 146 (R.

712), and No. 149 (R. 716) to similar findings (R. 418-9,

487, 531, 559, 597-600, 602-3) of the master. (See Exs.

118, 120, 146 and 149 and rulings thereon, Appendix M,

post pp. 358-9, 370-374.)
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(12) The court found and concluded that in deter-

mining the stock and bond value of plaintiff's operating

property, the only permissible non-carrier property de-

ductions were those found by said court and that the

tax commission's other and different figures were reached

by arbitrary and fundamentally wrong methods. (See

master's finding [R. 374] and Defs' Exs. 23 [R. 649] and

125 [R. 695] and rulings thereon, Appendix M, post

pp. 348, 360.)

In so finding and concluding the court erred in the

following particulars:

(12-a) The court erred in basing its deductions for

such non-carrier property on its cash market value rather

than upon the considerations inducing the purchase or

sale of plaintiff's stock and funded debt (R. 809-813);

and the court further erred in overruling Defendants' Ex-

ception 142 (R. 707) to a similar finding (R. 591-4) of the

master (see Ex. 142 and ruling thereon. Appendix M,

post pp. 365-7);

(12-b) The court erred in basing its deductions for

plaintiff's stock holdings in other companies on the as-

sessed valuation of such companies' assets; and the court

further erred in overruling Defendants' Exception No. 26

(R. 650) to a similar finding (R. 389, 538) by the master

(see Ex. 26 and ruling thereon, Appendix M, post p. 348.)

(12-c) The court erred in setting aside the tax com-

mission's deductions of $56,917,348 for the 1935 assess-

ment, and $49,296,620 for the 1936 assessment for plain-

tiff's Burhngton stock (Defs' Ex. 53, R. 2710), as

fixed by arbitrary and fundamentally wrong methods,

and in finding the correct deduction therefor to be
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$75,889,799 for the 1935 assessment, and $65,728,837 for

the 1936 assessment (Finding XIII, R. 809-10), or any

other amounts in excess of those so found by the tax

commission; and the court further erred in overruling

Defendants' Exceptions Nos. 53 and 54 (R. 662-3), Nos. 59

and 60 (R. 666-7) and No. 142 (R. 707-9) to similar find-

ings (R. 416-9, 425-6, 591-4) of the master (see Exs. 53,

54, 59, 60, and 142 and rulings thereon, Appendix M, post

pp. 351-3, 365-7);

(12-d) The court erred in setting aside the tax com-

mission's deductions of $9,123,342 for the 1935 assess-

ment and $10,451,308 for the 1936 assessment for plain-

tiff's S. P. & S. stock and bonds (Defs' Ex. 53, R. 2710-11),

as fixed by arbitrary and fundamentally wrong methods,

and in finding the correct deduction therefor to be

$18,313,717 for the 1935 assessment, and $17,437,939 for

the 1936 assessment (Finding XIII, R. 809-10), or any

other amounts in excess of those so found by the tax

commission; and the court further erred in overruling

Defendants' Exceptions Nos. 49 and 51 (R. 660-2) and No.

142 (R. 707-9) to similar findings (R. 392-3, 591-4) of the

master (see Exs. 49, 51, and 142 and rulings thereon, Ap-

pendix M, post pp. 350-351, 365-7);

(12-e) The court erred in setting aside the tax com-

mission's deduction of $12,000,000 for the 1935 assess-

ment, and $10,500,000 for the 1936 assessment for plain-

tiff's Northwestern Improvement Company stock (Defs'

Ex. 53, R. 2711-12), as fixed by arbitrary and funda-

mentally wrong methods, and in finding the corect de-

duction therefor to be $16,533,333 for the 1935 assess-

ment and $15,000,000 for the 1936 assessment (Finding

XIII, R. 809-10), or any other amounts in excess of those
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so found by the tax commission; and the court further

erred in overruling Defendants' Exceptions No. 35 (R.

654) and No. 142 (R. 707) to similar findings (R. 389-390,

591-4) of the master (see Exs. 35 and 142 and rulings

thereon, Appendix M, post pp. 349, 365-7);

(12-f) The court erred in setting aside the tax com-

mission's deductions of $6,500,000 for both the 1935 and

1936 assessments for plaintiff's land grant lands (Defs'

Ex. 53, R. 2712-14), as fixed by arbitrary and funda-

mentally wrong methods, and in finding the correct de-

ductions for said lands to be $31,304,739 for the 1935

assessment and $29,692,743 for the 1936 assesment (Find-

ing XIII, R. 809-10), or any other amounts in excess of

those so found by the tax commission; and the court

further erred in overruling Defendants' Exceptions No.

38 (R. 655), No. 39 (R. 655-6), No. 43 (R. 657-8) and

No. 142 (R. 707) to similar findings (R. 394-6, 400-402,

591-4) of the master (see Exs. 38, 39, 43 and 142 and

rulings thereon, Appendix M, post pp. 349-350, 365-7);

(12-g) The court erred in setting aside the tax com-

mission's finding that no deduction for contracts of sale

of land grant lands should be made for either the 1935

or 1936 assessment in addition to the deduction allowed

for land grant lands, as reached by arbitrary and funda-

mentally wrong methods, and in finding the correct de-

duction therefor to be $2,638,010 for the 1935 assessment

and $2,153,419 for the 1936 assessment (Finding XIII,

R. 809-10), or any other amounts whatsoever; and the

court further erred in overruling Defendants' Exceptions

No. 61 (R. 667) and No. 142 (R. 707) to similar findings

(R. 409, 591-4) of the master (see Exs. 61 and 142 and

rulings thereon, Appendix M, post pp. 354, 365-7);
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(12-h) The court erred in setting aside the tax com-

mission's deductions of $8,788,562 for the 1935 assess-

ment and $8,426,337 for the 1936 assessment for plain-

tiff's miscellaneous physical property (Defs' Ex. 53, R.

2714-15) as fixed by arbitrary and fundamentally wrong

methods, and in finding the correct deductions therefor

to be $9,500,434 for the 1935 assessment and $10,318,811

for the 1936 assessment (Finding XIII, R. 809-10), or

any other amounts in excess of those so found by the

tax commission; and the court further erred in overruling

Defendants' Exceptions No. 45 (R. 658), No. 62 (R. 667),

and No. 142 (R. 707) to similar findings (R. 410-411,

591-4) of the master (see Exs. 45, 62 and 142 and rulings

thereon. Appendix M, post pp. 350, 354, 365-7);

(12-i) The court erred in setting aside the tax com-

mission's deductions of $2,262,317 for the 1935 assess-

ment and $1,347,633 for the 1936 assessment for plain-

tiff's miscellaneous treasury securities (Defs' Ex. 53,

R. 2715), as fixed by arbitrary and fundamentally

wrong methods, and in finding the correct deduction

therefor to be $3,527,666 for the 1935 assessment and

$2,795,399 for the 1936 assessment (Finding XIII, R.

809-10), or any other amounts in excess of those so

found by the tax commission; and the court further erred

in overruling Defendants' Exception No. 142 (R. 707) to

a similar finding (R. 591-4) of the master (see Ex. 142

and ruling thereon. Appendix M, post pp. 365-7);

(12-j) The court erred in setting aside the tax com-

mission's deduction of $8,307,996 for the 1936 assess-

ment for plaintiff's non-taxable cash (Defs' Ex. 53, R.

2715), as fixed by arbitrary and fundamentally wrong

methods, and in finding the correct deduction therefor
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to be $10,537,312 (Finding XIII, R. 809-10), or any other

amount in excess of that so found by the tax commission;

and the court further erred in overruling Defendants'

Exceptions No. 64 (R. 669) and No. 142 (R. 707) to

similar findings (R. 414, 591-4) of the master (see Exs.

64 and 142 and rulings thereon, Appendix M, post pp.

355, 365-7);

(12-k) The court erred in setting aside the tax com-

mission's finding that plaintiff's stock in the Northern

Pacific Terminal Company was operating property and

hence non-deductible (Defs' Ex. 53, R. 2715) as reached

by arbitrary and fundamentally wrong methods, and in

finding that a deduction for said stock of $3,076,619, or

any other sum whatsoever should be made for the 1936

assessment (Finding XIII, R. 809-10); and the court fur-

ther erred in overruling Defendants' Exceptions No. 63

(R. 668) and No. 142 (R. 707) to similar findings (R.

412-4, 591-4) of the master (see Exs. 63 and 142 and

rulings thereon. Appendix M, post pp. 354-5, 365-7);

(12-1) The court erred in setting aside the tax com-

mission's total deductions for non-carrier property of

$108,031,167 for the 1935 assessment and $100,669,294 for

the 1936 assessment (R. 2716), as fixed by arbitrary and

fundamentally wrong methods, and in finding the correct

total deductions therefor to be $169,623,928 for the 1935

assessment and $161,741,079 for the 1936 assessment (R.

809-10), or any other amounts in excess of those so found

by the tax commission.

The court further erred in overruling Defendants'

Exceptions No. 28 (R. 651), No. 56 (R. 664), and Nos.

142, 143 and 144 (R. 707-711) to similar findings (R. 418,

425-6, 453, 487, 531, 591-6) of the master. (See Exs. 28,
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56, 142, 143, and 144, and rulings thereon. Appendix M,

post pp. 348-9, 352-3, 365-9.)

(13) The court erred in finding the fair cash market

value of plaintiff's system operating property to have

been only $203,923,191 (R. 815-16) or any other sum
less than $281,051,742, as of March 1, 1935, and to have

been only $190,128,168 (R. 815-16) or any other sum
less than $291,014,624 as of March 1, 1936.

The court further erred in overruling Defendants'

Exceptions No. 121 (R. 693), No. 145 (R. 711-12) and

No. 147 (R. 713-4) to similar findings (R. 559, 596-7,

600-601) of the master. (See Exs. 121, 145, and 147 and

rulings thereon, Appendix M, post pp. 359, 369-371.)

(14) In computing the market value of plaintiff's

Washington operating properties, both the tax commis-

sion and the court gave 80% weight to Washington's

proportion of a system value computed without reference

to reproduction cost. The respective proportions of such

computed system value found by the court and tax com-

mission respectively to be properly apportionable to

Washington were as follows: for the 1935 assessment,

34.47% found by the tax commission (R. 2767), and

30.93% found by the court (R. 822); and for the 1936

assessment, 33.92% found by the tax commission (R.

2767), and 30.87% found by the court. (R. 822.)

In making its findings respecting such allocation of

such computed system value, the court erred in the fol-

lowing particulars:

(14-a) In finding said percentages apportionable to

Washington, or either of them, to be less than the said

respective percentages found by the tax commission; and
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the court further erred in overruling Defendants' Ex-

ceptions No. 87 (R. 679) and No. 148 (R. 714-6) to similar

findings (R. 486-7, 489, 531, 601-2) of the master (see

Exs. 87 and 148 and rulings thereon, Appendix M, post

pp. 355-6, 371-3);

(14-b) In finding that in fixing and applying the

percentages found by it, the tax conamission proceeded

by arbitrary and fundamentally wrong methods; the

court further erred in overruling Defendants' Exceptions

No. 74 (R. 672-3), No. 87 (R. 679) and No. 159 (R. 730)

to similar findings (R. 486-9, 531, 558, 619) of the master

(see Exs. 74, 87, and 159 and rulings thereon. Appendix

M, post pp. 355-6, 382-3);

(14-c) In finding that, as used by the tax commis-

sion, the Tumburke allocation method as explained on

pages 64 to 72 of Defendants' Exhibit 53 (R. 2756-2766)

was erroneous as applied to this case and imported into

and taxed in Washington, property not in such state

(R. 824) ; and the court further erred in overruling De-

fendants' Exceptions No. 110 (R. 687), No. 112 (R. 688)

and No. 150 (R. 717-724) to similar findings (R. 482-3,

548, 603-610) of the master (see Exs. 110, 112 and 150

and rulings thereon. Appendix M, post pp. 357, 374-9);

(14-d) In finding that the method of allocating sys-

tem value on the basis of relative operating and capital

cost testified to by defendants' witness, J. P. Newell (R.

2152-2167), was erroneous as applied to this case and

imported into and taxed in Washington, property not in

such state (R. 824)

.

The court further erred in overruling Defendants'

Exceptions Nos. 110, 112, 113 and 114 (R. 687-9) and
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No. 150 (R. 717-724) to similar findings (R. 482-3, 547-8,

603-610) of the master. (See Exs. 110, 112, 113, 114, and

150 and rulings thereon. Appendix M, post pp. 357-8,

374-379.)

(15) The district court erred in finding the true

cash market value of plaintiff's Washington taxable oper-

ating property to have been any sums less than $90,000,000

and $88,500,000 respectively as found by the tax com-

mission for said assessment years, 1935 and 1936 (Defs'

Ex. 53, R. 2695, 2777), and further erred in finding and

concluding that in reaching said respective values the

tax commission proceeded by arbitrary and fundamen-

tally wrong methods. (Conclusion III, R. 832-3.)

The court further erred in overruling Defendants'

Exceptions Nos. 122, 125, 127, and 128 (R. 694-5), Nos.

151 and 152 (R. 724-6) and No. 157 (R. 729-730) to sim-

ilar findings (R. 374, 540, 557-8, 561, 610-612, 618) of

the master. (See Exs. 122, 125, 127, 128, 151, 152, and

157 and rulings thereon, Appendix M, post pp. 359-360,

379-380, 382-3.)

(16) The special master erred in holding inadmis-

sible as hearsay a certified copy of Volume One of the

Freight Traffic Report, Section of Transportation Service,

of the Federal Coordinator of Transportation, offered in

evidence as Defendants' Lewis County et al. Exhibit

64-B (R. 2881), and the court likewise erred in over-

ruling defendants' exception to said ruling as set forth

in Defendants' Exception 107 to the special master's

report. (R. 686, 749.)

(See Ex. 107 and ruling thereon. Appendix M, post

p. 356.)

Such Freight Traffic Report shows among other

things that a study of the freight traffic of the railroads
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of the nation (other than merchandise traffic) completed

May 6, 1935, revealed (1) that yard operations, i. e., those

conducted in terminal areas, were responsible for 54%
of all functions of rail costs; (2) that of such yard opera-

tions expense, terminal yardings, i. e., those incident

to the origination and termination of the car, accounted

for 70% of the total of such expense, and intermediate

yardings, i. e., those incident to the handling of cars in

yards other than origin and destination yards, accounted

for the balance; and (3) that such terminal yardings

costs aggregated 37% of rail costs.

(17) The special master erred in rejecting on the

ground of hearsay and refusing to consider the testimony

of defendants' Lewis County et al. witness, Stuver, as

set forth in defendants' Lewis County et al. Exhibit 64-C,

and the exhibits and set-ups thereto attached (R. 2890),

which testimony shows that if terminal yardings account

for 37% of plaintiff's rail costs, as much of plaintiff's

revenue from interstate freight touching Washington

would be apportionable to Washington on a basis of rela-

tive cost including capital cost, as would be apportioned

by apportioning to Washington its share of all plaintiff's

system interstate freight revenue on a basis of relative

cost including capital cost.

The district court likewise erred in overruling de-

fendants' exception to said ruling as set forth in Defen-

dants' Exception 108 (R. 686-7) to the master's report

(R. 556-7) based on said error. (See Ex. 108 and ruling

thereon, Appendix M, post p. 356.)
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SPECIFICATION OF ERROR NO. 1

Complaint fails to state a cause of action.

Defendants' motion for dismissal on this ground was

denied . (R. 45, 62.)

Before examining the complaint in detail, it is be-

lieved important to discuss at some length the permis-

sible methods of railroad valuation for tax purposes.

This, of course, necessarily involves a consideration of

the pertinent Washington statutes, but in order more

clearly to understand these statutes, it may be helpful

first to consider the historical development of the prob-

lem of railroad tax valuation.

It is well known that in the early days of railroad

taxation, the unitary method of valuation was unknown,

or at least, not applied. Each state valued for taxation

simply those parts of the physical railway property

within its borders and paid no attention to the rest.

But as the volume and profitableness of railroad

interstate activities increased, the states discovered that

in limiting themselves simply to this separate basis of

tangible property located in the state, they were not

arriving at the full value of the property within the

state. And so we find, beginning back in the last cen-

tury, one state after another passing laws authorizing

its state assessing authority to make a unit or system

assessment,—to consider the value of the system and

then to make an allocation to the state. In other words,

the states found at this time that there was a value in

the separate parts when they were fused together into,

and operated as, a system which could not be obtained

by adding together the value or cost of the separate tan-
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gible parts. And so in those days the states were seek-

ing to bring into the state the state's proper share of

that excess value. The railroads had a good deal of fat

on them in those days. Railroad construction costs were

low; material was cheap, and labor both cheap and

plentiful, while railroad earnings were high, particu-

larly in the eastern states, where this unitary system

of valuation first developed. So that the depreciated

reproduction cost of the separate parts in the aggregate

was much below the fair valuation of the system proper.

And the problem was to secure for the state a part of

that intangible or excess value,—that fat on the bones,

—

that padding or surplus, in the particular state.

It is but natural that this unitary method of reclaim-

ing these intangible values was strenuously resisted by

the interstate railroads and other companies affected, but

without success, for it was early established by the high-

est court that the assessment and valuation of the prop-

erty of an interstate railroad company as a unit or en-

tirety, and the apportionment of such valuation among

the several states through which the road passes, was a

proper and lawful method of valuing such property for

taxation.

Pittsburgh, C. C. & St. L. R. Co. v. Backus, 154
U. S. 421;

Cleveland, etc. Ry. Co. v. Backus, 154 U. S. 439,

443;

Western Union Tel. Co. v. Taggart, 163 U. S. 1.

May we observe, for instance, that in Cleveland, etc.

Ry. Co. V. Backus, 154 U. S. 439, 443, the complaining

road contended that a state's portion of an interstate

road must be valued with no reference whatever to sys-
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tern value. How strange to hear system value now urged

by the railroads as the sole test of local value!

But it is to be observed that this unitary method of

valuation was sustained only in so far as it fairly indi-

cated a local value in excess of that ascertained by con-

sidering the physical elements within the state alone.

Never has it been held that a state is compelled to ex-

plore the company's ultra-state operations for elements

showing a lesser value than that revealed by the physical

elements within the state. On the contrary, the court

said in Wallace v. Hines, 253 U. S. 66, 69:

"The only reason for allowing a state to look be-
yond its borders when it taxes the property of foreign

corporations is that it may get the true value of things
within it, when they are part of an organic system of

wide extent, that gives them a value above what they
otherwise would possess. * * * Therefore no prop-
erty of such an interstate road situated elsewhere can
be taken into account unless it can be seen in some
plain and fairly intelligible way that it adds (italics

ours) to the value of the road and the rights exercised
in the state."

To the same effect, see Southern Ry. Co. v. Ken-

tucky, 274 U. S. 76, 83.

Unquestionably there are decisions in which the

propriety of state assessments of interstate railroad prop-

erty have been seemingly tested by the application of the

unitary method alone, but we are confident the court will

find no decision disturbing an assessment of a taxing

state's portion of an interstate railroad with sole refer-

ence to its physical elements, because a lower value is

indicated by the unitary method.

And with good reason. With the railroad's tangible

property within the state available for direct appraisal,
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why should the state assessing board, in order to apply

the stock and bond method, for instance, be required to

value 6,000,000 acres of plaintiff's land grant lands ex-

tending from the Great Lakes to P.uget Sound, or the

capital stock of the Burlington road, no part of which lies

in Washington? Why should the assessing body, in order

to apply the net earnings method, be required to investi-

gate the efficiency of plaintiff's operations in other states

or the accuracy of its accounting methods at its home

office in Chicago or St. Paul? Why should such assessing

board be compelled to resort to the allocation of a system

value by apportionment factors so illusory as the five

proposed by plaintiff with a spread of more than 50%
between the highest and lowest percentages indicated!

(R. 1344.)

A taxpayer, we submit, can hardly be heard to charge

a state assessing officer with fraud or dereliction in fail-

ing to journey to other states to make his appraisals.

In Lehigh Valley R. Co. v. Martin, 19 Fed. Supp. 63,

the facts were these: The constitution of New Jersey

required that property be assessed for taxes under gen-

eral laws, and by uniform rules, according to its true

value. Certain interstate railroads sought injunctions

restraining the collection of certain of their taxes on the

ground that the same were assessed on the basis of

physical valuation without the assessing board consider-

ing system value as reflected by stock and bond quota-

tions and capitalized earnings, and the apportionment

thereof to the state according to the average percentages

indicated by relative road miles, all track miles, car miles,

train miles, locomotive miles and revenue ton miles. It

appeared that for purposes of taxation the state assessing
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board valued the New Jersey portion of such complain-

ing railroad companies' operating land on the basis of

the valuation placed on contiguous lands for whatever

purpose used; and its structures and rolling stock on the

basis of reproduction cost less depreciation. Franchises

were assessed without the benefit of a formula and at a

figure representing the judgment of the state assessing

officer. The allocated system value contended for would

have been some 40% less than such physical appraise-

ment. The injunctions sought were refused for the rea-

sons, among others, that the railroad companies had

failed to establish the true value of the railroad property,

it being presumed that the assessment was legal; had

failed to establish that the allocations claimed fairly

reflected the relation between state and system value,

and further had failed to establish what respective

weight, if any, should be given stock and bond quota-

tions, capitalized income, and replacement cost in the

computation of such value.

The district court's decision was affirmed in Lehigh

Valley R. Co. v. Martin (C. C. A. 3rd Circ), 100 Fed.

(2d) 139, the court holding the New Jery assessing offi-

cer's method of assessing railroad companies' property

on the basis of such physical value of their tangible

assets in the state, with no regard for system values,

was not so erroneous as to constitute in itself a burden

on interstate commerce or a violation of the companies'

rights under the Fourteenth Amendment, since such

physical valuations furnish one basis for tax assessment,

although others might be preferable.

Certiorari was denied. See 59 S. Ct. 592, 83 L. Ed.

— , 306 U. S. 651 (preliminary print).

I
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Extensive excerpts from the decisions of the district

and appellate courts are quoted in Appendices A and B.

(Post pp. 245-248.)

Washington statutes pertinent to railroad assessments.

Assessment for 1935. Chapter 130, Laws of Wash-

ington of 1925, Ex. Sess., was in force at the time of the

making of the 1935 assessment. Section 44 (Rem. Rev.

Stat. sec. 11165) of this chapter provided in part:

"* * * Yqy the purpose of determining the value

of the property of each railroad and telegraph company
appearing on the assessment-rolls, the commission may,
if deemed necessary, view and inspect the property of

such company, and shall consider the reports filed in com-
pliance with this act, and the reports and returns of the

company filed in the office of any officer of this state,

and such other evidence or information as may have been
taken or obtained bearing upon the value of the property
of the company assessed. In case of railroad or telegraph

companies which own or operate railroad or telegraph

lines lying partly within and partly without the state,

the said commission shall only value and assess the prop-
erty within this state. In determining the value of the

portion within the state, the commission shall take into

consideration the value of the entire system, the mileage
of the whole system, and of the part within this state,

together with such other information, facts and circum
stances as will enable the commission to make a sub-
stantially just and correct determination. * * * "

(Italics Ours.)

It is plain that had the legislature intended the unit

rule to be the sole guide it would not have expressly di-

rected the commission to consider "other information,

facts and circumstances."

"The commission," says the statute, "may, if deemed

necessary, view and inspect the property of such com-

pany," etc.
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What property is the commission to view? Surely

not the property in a half dozen states. The view and

inspection is for the purpose of valuing "the property

* * * appearing on the assessment rolls," and this

includes only the property and franchises of such rail-

road company within the state.

Such view and inspection, of course, is intended to

reveal some of the "facts and circumstances" properly

to be considered aside from system value.

Assessment -for 1936. At the time of the 1936 assess-

ment and the 1935 and 1936 reassessment, chapter 123,

Laws of 1935, was in force.

Section 3 (Rem. Rev. Stat., sec. 11156-3) requires

the taxpayer to file annual reports in the form prescribed

by the tax commission.

Sections 7 and 9 are copied in full in Appendix H
(post pp. 264-5), to which the court is respectfully re-

ferred.

Section 7 provides, among other things, that for the

purpose of determining the true cash value of such rail-

road property the commission may inspect the property

belonging to said company and may take into considera-

tion any information or knowledge gained by it from

such inspection, and the assessed valuation of its prop-

erty within or without the state, and any other facts,

evidence or information obtainable bearing on the value

of the operating property.

Section 9 provides that in determining the value of

the state's portion of interstate railroads the commission

''may, among other things" consider the value of the

whole system as a unit, and then sets forth the matters
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the comission may consider in determining such system

value, and how such system value, if determined, is to

be apportioned to the state.

The section, it will be noted,concludes with a pro-

vision that the commission may also consider the de-

preciated reproduction cost, earning capacity, future

prospects, etc., of the portion of the system lying within

the state.

Thus section 9 leaves to the commission's discretion

the question of whether system value is to be considered

in the assessment of the state's portion of an interstate

railroad.

It is further to be noted that system value, if con-

sidered at all, is to be determined, so far as ascertain-

able, by salvage value, actual cost new, replacement

cost less depreciation and plus appreciation, the par

value, actual value and market value of the company's

stocks and bonds during one or more preceding years, and

the past, present and prospective gross and net earnings

of the system.

And in allocating such system value to Washington,

the commission is required by section 9 to consider rela-

tive cost, reproduction cost, future prospects, track mile-

age and the distribution of terminal properties, and such

other matters as are deemed pertinent. (Post pp. 264-5.)

In Baileij v. Megan (C. C. A. 8th Circ), 102 Fed.

(2d) 651, it was held that in assessing an interstate rail-

road, the assessing board was at liberty to use the stock

and bond method to the exclusion of capitaUzation of

net earnings.
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Since in Lehigh Valley R. Co. v. Martin (C. C. A.

3rd Circ), 100 Fed. (2d) 139, it was held, as we have

shown, that an assessment would not be set aside al-

though based principally, if not entirely, on depreciated

reproduction cost, it must certainly follow that an as-

sessed value based in part on depreciated reproduction

cost and in part on stock and bond values could not

be set aside as arbitrary or based on a fundamentally

wrong method.

With these statutes and decisions in mind, let us now

examine the allegations of the complaint.

Sufficiency of the Complaint. The first cause of ac-

tion covers the 1935 assessment (R. 5-23), and the second

cause of action, the 1936 assessment (R. 23-37). Consider-

ing now the first cause of action:

Paragraph I (R. 5-6) is devoted to a description of

the parties and jurisdictional matters. Paragraph II (R.

6-9) purports to digest the Washington law governing

railroad assessments in 1935.

Paragraph III alleges the making of the offending

assessment and its certification to the assessors. (R.

9-10.)

Paragraph IV alleges that plaintiff's railroad has

no value (other than a nominal salvage value) apart

from the system of which it is a part. (R. 10-14.)

Of course this is a mere conclusion, and adds nothing

to the complaint. The facts from which such conclu-

sion is drawn are not alleged. As the court judicially

knows, plaintiff's Washington rails have outlets to sev-

eral transcontinental roads on the east, and to the South-
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ern Pacific on the south, joint rates with which would

conceivably result in a highly profitable business.

Paragraph IV then alleges that "the facts which

determine system value and of the part thereof in Wash-

ington * * * are as follows" (R. 10):

It is first alleged that for the three and five years

ended December 31, 1934, the average market value of its

capital stock was a certain sum and the average market

value of funded debt "(exclusive of Series B and C
bonds)'' was a certain sum. (R. 11.)

Omission from test period of first two months of

1935. The value of railroad property is found "as of the

same time" the value of the general property of the state

is determined. Laws of Wash, of 1925, Ex. Sess., ch. 130,

sec. 43; Par. II of Complaint (R. 6-7). Such general prop-

erty is valued for taxation purposes as of March 1st.

(See sec. 7, said ch. 130.) It follows that the N. P. 1935

assessment was made as of March 1, 1935.

The court need not be told that in valuing stocks

and bonds, the most significant quotations are those

immediately preceding the valuation date.

Nor can plaintiff urge as an excuse that the only

quotations before the commission were those contained

in the company's report for the last calendar year. These

reported quotations are taken from publications equally

available to both commission and plaintiff. (R. 1196-7.)

Exclusion of Series B and C bonds. Neither the

amount nor market value of these bonds is alleged. The

excuse offered for such omission is that such bonds were

issued in payment of one-half of the Burlington stock,
—2
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and that for many years it has been customary for the

valuing officers to exclude both the B and C bonds and

the Burlington stock from its calculations. Of course,

if such were true, it would be wholly erroneous. If the

stock and bond method is to be used, it must be used

properly; i. e., the proper amount deductible for all non-

operating property must be subtracted from the market

value of the stock and entire funded debt. The alleged

fact that in past years, the assessing board used such a

wholly indefensible plan as that of offsetting certain non-

operating property against certain bond issues, was cer-

tainly no justification for plaintiff failing to state the

facts essential to the determination of the true stock and

bond value. Plaintiff was purporting to allege the essen-

tial facts determinative of "system value." How, in

reason, could it rest its case on earlier action of the as-

sessing board whose very action by its complaint, it was

seeking to upset?

The court will note that both the B and C bonds and

the Burlington stock were included in the trial court's

computations of stock and bond value. (R. 808.)

Plaintiff then alleges (Par. 4; R. 11) that "the fair

market value of the non-carrier * * * property

* * * as of said assessment date was $93,734,129."

We can't agree that in the connection in which it

appears, this is anything more than a pure conclusion.

In its application of the stock and bond method the

amount properly deductible for the various classes of

non-carrier property rested in the reasonable discretion

of the assessing board. The burden was on plaintiff to

show that such discretion was abused. With respect to

each item or class of non-carrier property, plaintiff, we
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submit, should have alleged those indicia of value such

as cost, earnings, etc., from which the court might fairly

conclude that such property had a value for deduction

purposes in the amount claimed. Nothing short of an

allegation of this kind could be held sufficient in a com-

plaint charging fraudulent over-assessment.

It is interesting to note the district court's deduc-

tions for this same non-carrier property in 1926. The

opinion in N. P. Ry. Co. v. Adams County, 1 Fed. Supp.

163, is made part of the complaint. (Par. VI, R. 19.)

The deductions for the N. P.'s non-carrier property found

by the court for 1926 were $49,488,871 (1 Fed. Supp. 193),

a figure to be compared with the $93,734,129 claimed in

the complaint! It seems that while trisecting the value

of its Washington operating property ($106,000,000 to

$37,656,000; 1 Fed. Supp. 194; Par. 4, R. 13), the depres-

sion has had the singular effect of doubling the value

of plaintiff's non-operating property!

Plaintiff then alleges the three and five year annual

average of its net railway operating income, and the

system value indicated by capitalizing the same at 6%.

(Par. 4; R. 12.)

There is no allegation that such past net earnings

are representative of the future earning power of plain-

tiff's road. It is of course, future and not past earnings

which determine value from an earnings standpoint.

But in any event, it was, as we have seen, within

the board's reasonable discretion to use the stock and

bond method to the exclusion of capitalized net earnings.

(Bailey v. Megan, 102 Fed. (2d) 651.)



36

It is then alleged that the correct factors for appor-

tioning system value to Washington are ( 1 ) gross operat-

ing revenue; (2) car and locomotive miles; (3) ton miles

and passenger miles; (4) all track miles; and (5) cost

of reproduction less depreciation. The percentage shown

by each is alleged and the average is alleged to be

27.348%. (Par. 4; R. 12.)

No showing is made as to why any of these five

factors, or the average of the five, reflects the distribu-

tion of system value to Washington. In this respect the

complaint is no less deficient than was the evidence on

the question of allocation held insufficient in Lehigh

Valley R. Co. v. Martin, 19 Fed. Supp. 63 (See Appendix

A; post pp. 245-8).

The reason why none of these alleged factors other

than relative replacement cost is pertinent to the proper

distribution of system value is convincingly shown, not

only in the tax commission's reassessment opinion (Defs'

Ex. 53; R. 2718-2756), but by the G. N.'s counsel in the

Weeks case (Defs' Ex. 101; R. 3107, 3120-3153).

The fact that there is more than a 50% spread in

the range of percentages indicated by the five factors

proposed (Defs' Ex. 53; R. 2719) should sufficiently brand

them as wholly untrustworthy. It is to be noted that

only relative track miles and replacement cost were

used by the district court in its findings. (R. 822.)

Plaintiff then computes its system value by averag-

ing its figures previously calculated as to five-year an-

nual earnings capitalized at 6%, and five-year averages

of stock and bond quotations, and to this figure applies

the average of the five allocation factors already dis-
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cussed, and reaches a figure of $37,656,065, which it al-

leges to be the maximum true cash market and taxable

value of its railroad operating property in Washington

for 1935. (Par. 4; R. 13.)

Of course, this conclusion as to value has no more

significance than the underlying figures—taken both

singly and collectively—on which it is based.

"Where both general and specific allegations are

made respecting the same matter, the latter control."

49 C. J. 119;

U. S. V. Union Pacific R. Co., 169 Fed. 65;

Boatmen's Bank v. Fritzlen, 135 Fed. 650.

"A general allegation in a pleading is controlled and
limited by specific averments on the same subject."

Hayes-Young Tie Plate Co. v. St. Louis Transit Co.,

137 Fed. 80.

Reproduction cost. Plaintiff then alleges (Par. 4;

R. 13-14):

"The cost of reproduction of plaintiff's railroad sys-

tem, as determined by the Interstate Commerce Commis-
sion as of June 30, 1917, at average prices of 1910 to 1914,

plus net additions and betterments, using present market
value of lands, as of said assesment date, and depreciating

structures, was $406,671,775. The same figure for the

portion in Washington was $135,164,742."

In a footnote it is stated that this latter figure is sub-

ject to a deduction of approximately $3,000,000 for the

value of property classified by the I. C. C. as "carrier"

but as non-operating by the tax commission.

Of course the court well knows that construction

costs were far less in 1914, than in 1934, and consequently

that the actual reproduction cost at the time of the 1935

assessment greatly exceeded the figures alleged.
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The remainder of the first cause of action (Piara-

graphs 5 to 8; R. 14-23) is devoted to speculations as to

the allegedly undisclosed method of the tax commission

in arriving at the 1935 assessment and allegations of

fraud and discrimination based on the assumption that

the true value of plaintiff's Washington operating prop-

erty in 1935 did not exceed $37,656,065.

We submit that the complaint failed to state a cause

of action as to the 1935 assessment.

"Facts of great variety and number, estimates that

are exact and those that are approximations, forecasts

based on probabilities and contingencies have bearing

and properly may be taken into account to guide judg-

ment in determining what is the money equivalent— the

actual value—of the property."

Rowleij V. C. & N. R. R. Co., 293 U. S. 102, 109.

"Courts decline to disturb assessments for taxation

unless shown clearly to transgress reasonable limits.

Overvaluation is not of itself sufficient to warrant in-

junction against any part of the taxes based on the chal-

lenged assessment; mere error of judgment is not enough;

there must be something that in legal effect is the equiva-

lent of intention or fraudulent purpose to overvalue the

property and so to set at naught fundamental principles

that safeguard the taxpayer's rights and property."

Great Northern Ry. Co. v. Weeks, 297 U. S. 135,

139.

"The district court properly held that the action of

the board must be sustained unless it was made to ap-

pear that they had adopted a fundamentally wrong prin-

ciple, or had been guilty of fraud. It held further, that

no fundamentally wrong principle was involved in de-

termining whether such a railroad system should be

valued on the capitalization-of-income or on the stock-

and-bond plan; or, if the former, what rate of interest

should be used in capitalizing, or how many years' earn-

ings should be considered, or what was in fact the amount
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of net income for a given year; or, if the stock-and-bond

plan was adopted, what was the value of the stock and
bonds; and that on these and similar matters the action

of the board, in the absence of fraud, was binding upon
the court. In this we concur."

Illinois Central R. Co. v. Greene, 244 U. S. 555, 562.

In Bailey v. Megan (C. C. A. 8th Circ), 102 Fed. (2d)

651, it was held, as earlier noted, that in assessing an

interstate railroad, the assessing board was at liberty to

use the stock and bond method to the exclusion of capital-

ization of net earnings.

Had defendants defaulted in the present case, on

what possible basis could the court have determined a

value of plaintiff's property for 1935 different from that

fixed by the assessing board? It would have been re-

quired to exercise the functions of the appraising officers,

who, as is well settled, were at liberty to choose the stock

and bond method, giving some weight to replacement

cost. The court could not possibly value the property

on this basis, firstly because vital data essential to the

application of the stock and bond method were wholly

lacking, and, secondly, because neither the present day

replacement cost, nor that of 1910 to 1914 was alleged,

but merely a hybrid calculation based on present-day

land values and 1910-1914 costs as to all else.

But erroneous as they were, plaintiff's own replace-

ment cost figures alleged in the complaint exceeded the

offending assessment of $90,000,000 by more than 50%.

Surely under such circumstances it cannot be said that

the assessment was so fraudulently excessive as to justify

the intervention of a court of equity.

Lehigh Valley R. Co. v. Martin (C. C. A. 3rd Circ),
100 Fed. (2d) 139. (See excerpts, post pp.
249-151.)
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Second cause of action—1936 assessment of $88,500,-

000. The insufficiency of the second cause of action is,

if possible, even more pronounced than that of the first

cause of action. The "facts determinative of system,

value" are alleged to be as follows (Par. 11; R. 24)

:

The average market value of capital stock for the

three years and five years "ended December 31, 1935" is

alleged to be certain figures. For the same period the

average market value of the funded debt "(exclusive of

Series B and C bonds)" is alleged to be certain figures.

(R. 25.)

The excuse for failing to include the Series B and C
bonds in the funded debt whose market value is de-

termined, and the Burlington stock in the non-carrier

deductions is the same as that alleged in the first cause

of action. (Par. 12; R. 25; ante pp. 33-4.)

Likewise, the highly significant market quotations

for the first two months of 1936 are wholly ignored. (Par.

11; R. 25.)

The same ineffectual allegation is made as to the

amount deductible for non-carrier property. (Par. 12,

R. 25; See ante p. 35.)

The same erroneous claim is made respecting alloca-

tion factors, and the same character of average per-

centage is used. (Par. 14; R. 26-7.)

As in the first cause of action, a reproduction cost

based on alleged present-day land values, and 1910-1914

prices as to all other elements is used. (Par. 15; R. 27.)

And without giving weight to reproduction cost

even as thus erroneously computed, and using such in-

complete and faulty data as to stocks and bonds and a
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wholly indefensible apportionment factor, a figure of

$32,078,647 is reached which is alleged to be the true

cash market value of plaintiff's Washington operating

property for 1936. (Par. 14; R. 27.)

The other allegations (Pars. 16-20; R. 28-36), as in

case of the 1935 assessment, contain nothing further

bearing upon the true market value of the Washington

property or the data which the assessing board, acting

within its broad discretionary powers, was at liberty to

consider.

Moreover, the statutory provisions (Laws of Wash,

of 1935, ch. 123) effective as to the 1936 assessment were

quite radically different from those applicable to the

1935 assessment.

Thus as ealier noted, section 9 leaves it entirely

optional with the tax commission as to whether system

value is to be considered in the valuation of the Wash-

ington portion of interstate railroads. It merely pro-

vides that in making such valuation "the commission

may, among other things, take into consideration the

value of the whole system," etc.

Again,—if the commission elects to consider such

system value the statute is very explicit as to what

matters are to be considered in determining its value.

Thus section 9 (Rem. Rev. Stat., 11156-9) provides:

" * * * The commission may, among other things,

take into consideration the value of the whole system as

a unit, and for such purpose may determine, in so far as

the same is reasonably ascertainable, the salvage value,

the actual cost new, the cost of reproduction new less

depreciation and plus appreciation, the par value, actual
value and market value of the company's outstanding
stocks and bonds during one or more preceding years, the
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past, present and prospective gross and net earnings of

the whole system as a unit." {Post pp. 264-5.)

It is to be observed that aside from past net earnings,

in detaihng in its complaint (Pars. 11-14; R. 24-27) the

facts said to be determinative of system value, plaintiff

wholly fails to give any applicable data covering the

matters which the statute contemplates that the Com-

mission consider. Thus plaintiff's complaint contains no

data as to salvage value, no data as to actual cost new,

no complete data as to reproduction cost, no data as to

par value of stocks and bonds, no data as to market

value of stocks and bonds for a one year period, no in-

formation whatever as to market quotations of such stock

and bonds during the two months immediately preceding

the assessment date, no information whatever as to either

the past, present or prospective gross earnings, and no

information as present and future net earnings. More-

over, as already shown, even the data given as to stock

and bond market quotations wholly omits large bond

issues.

Furthermore, plaintiff wholly fails to inform the

court as to matters required to be considered in alloca-

tion. Section 9 further provides:

"In apportioning such system value to the state, the

commission shall consider relative cost, relative repro-

duction cost, relative future prospects and relative track

mileage and the distribution of terminal properties within

and without the state," etc. (Post pp. 264-5.)

But notwithstanding the statute, plaintiff alleges no

facts with respect to either relative cost, relative future

prospects, or relative distribution of terminal properties.
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Thus plaintiff has not only based its allegations as

to market value on data both erroneous and wholly in-

sufficient, but has wholly failed either to incorporate in

its calculations or supply the court with the necessary

data as to numerous matters which the statute contem-

plates are to be considered.

In this connection, see Harris Trust & Savings Bank

V. Earl (C. C. A. 8th), 26 Fed. (2d) 617.

We respectfully submit that the complaint states a

cause of action as to neither the 1935 nor the 1936 assess-

ment, and that the district court therefore erred in deny-

ing defendants' motion to dismiss on that ground. (R.

45, 62.)
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SPECIFICATION OF ERROR NO. 2

Plaintiff's second supplemental complaint failed to state a

cause of action as to either 1935 or 1936 reassessed taxes.

After plaintiff had filed its complaint (R. 42) and

had made certain amendments thereto not involving

its sufficiency (R. 73), and after the court had denied

defendants' motion to dismiss on the ground of the in-

sufficiency of such complaint and amendments (R. 62),

and after defendants had answered (R. 74, 111), the tax

commission, as we have said, reassessed plaintiff's Wash-

ington operating properties for both the years 1935 and

1936. (Defs' Ex. 53; R. 2776-8.)

Plaintiff then filed a so-called "Second Supplemental

Complaint" (R. 126, 133), the only material portion of

which, in so far as the validity of such reassessment is

concerned, is as follows:

"Since this case was filed, and on the second day
of September, 1937, the Tax Commission of the State of

Washington, pretending to act pursuant to Chapter 106,

Laws of 1931, pretended to reassess plaintiff's operating

property described in the original complaint, for the

years 1935 and 1936, at the identical value placed thereon
for each of said years by the original assessment, alleged

and shown to he grossly excessive and fraudulent in the

original complaint * * *
, Copy of said pretended

reassessment order is hereto attached and made Exhibit
A. * * * ." (Italics Ours.)

The portions not quoted in no way relate to the

validity of the reassessments.

In other words, all that plaintiff alleges respecting

the reassessment is in effect this: "In our original com-

plaint we alleged and showed that the original assess-

ments were grossly excessive and fraudulent, and the

reassessment was for the same amounts."
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It is to be observed that plaintiff does not, even by

reference, incorporate in its supplemental complaint any

of the allegations of its original complaint. Moreover,

the only allegations in any way referred to are those

relating to excessive valuation. Nothing is alleged either

directly or by reference as to requisite jurisdictional

amount, or inadequacy of legal remedy.

That plaintiffs' original complaint failed to state a

cause of action either as to the 1935 or 1936 assessment

has already been shown {supra, pp. 32-43), and if the

court agrees with this, of course nothing more need be

said as to this so-called supplemental complaint.

Kryptok Co. v. Haussmann & Co. (D. C), 216 F.

267;

New York Security & Trust Co. v. Lincoln St. Ry.
Co. (D. C), 74 F. 67;

Mellor V. Smither (C. C. A.), 114 F. 116;

49 C. J. 573.

But we submit that this pleading was in fact not

supplemental to the original complaint, but was entirely

independent thereof and should properly have been filed

only as a separate suit or action.

As to the effect of the reassessment of a tax, sec-

tion 6, chapter 106, Laws of Wash, of 1931 (Rem. Rev.

Stat. sec. 11306), provides:

"The tax as so re-levied and re-assessed shall, for

all purposes, be deemed to have been levied on said

property as of the time that the original tax was levied,

and in substitution therefor * * * /' (Post p. 262.)

Thus, upon the reassessment being made, the original

taxes were wiped out, and with them, any causes of action

based thereon that plaintiff may have had. If these re-

assessments were vulnerable to attack, their invalidity
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we think, constituted new and independent causes of

action necessitating at least a new and independent com-

plaint if not a new docket number.

New Equity Rule 34 provides:

"Upon application of either party the court or judge,
may, upon reasonable notice and such terms as are just,

permit him to file and serve a supplemental pleading,
alleging material facts occurring after his former plead-
ing, or of which he was ignorant when it was made, in-

cluding the judgment or decree of a competent court
rendered after the commencement of the suit determin-
ing the matters in controversy or a part thereof."

A supplemental complaint must be consistent with,

and in aid of the cause of action set forth in the original

complaint; and a new and independent cause of action

cannot be set up by such complaint although it may have

arisen out of the same transaction that forms the basis

of the suit.

49 C. J. 571-2.

The defenses available in an attack on a reassess-

ment may conceivably be entirely different from those

available where the original assessment is assailed. On
reassessment the assessing board may have secured new
evidence of value. At the hearings afforded, the tax-

payer may have made concessions or admissions effectu-

ally barring a contest, or even by sitting mute when he

should have spoken, he may have failed to exhaust his

administrative remedy, barring equitable relief.

We confidently believe that any actionable defects

in the reassessments constituted wholly new causes of

action which should have been set up in a pleading com-

Tplete in and of itself, and unrelated to the pleadings

attacking the original assessments which had been sup-
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planted by the reassessments. In no other way could

the issues be framed by orderly pleading by the de-

fendants.

Viewed as an independent complaint, this so-called

supplemental complaint is clearly insufficient. If mere

reference thereto makes the original complaint a part

thereof by adoption, still it is not aided, since, as we have

shown, the original complaint fails to state a cause of ac-

tion. But a mere reference to another pleading, the alle-

gations of which are not stated, does not incorporate such

allegations (The Troy Socomj, 18 Fed. (2d) 629). More-

over, the allegations of a pleading in another independent

suit (and this is in effect true here as above shown)

cannot be adopted (49 C. J. 38).

We submit that plaintiff's so-called second supple-

mental complaint fails to state a cause of action as to

the reassessment for either year.
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SPECIFICATIONS OF ERROR NOS. 2-a, 2-b, 2-c

AND 2-d

Since plaintiff's complaints failed to state a cause

of action as to either the 1935 or 1936 reassessment, the

special master erred in overruling the objection of de-

fendants Lewis County et al. to the introduction of any

evidence by plaintiff (R. 840-841); and the court erred

in making any findings or conclusions or in entering any

decree based on such reassessments (R. 792), and in

entering any decree other than one of dismissal.
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SPECIFICATION OF ERROR NO. 3

No pleading or evidence that plaintiff was without an ade-

quate remedy at law or in equity in state court as to

1935 and 1936 reassessments.

Judicial Code, section 24, as amended August 21,

1937, c. 726, section 1, 50 Stat. 738, gives the U. S. district

courts original jurisdiction of certain classes of suits, but

further provides:

"Notwithstanding the foregoing provisions of this

paragraph, no district court shall have jurisdiction of any
suit to enjoin, suspend, or restrain the assessment, levy,

or collection of any tax imposed by or pursuant to the
laws of any State where a plain, speedy, and efficient

remedy may be had at law or in equity in the courts of

such State."

Section 2 of the amendatory act of August 21, 1937,

provides:

"The provisions of this Act shall not affect suits com-
menced in the district courts, either originally or by re-

moval, prior to its passage; and all such suits shall be
continued, proceedings therein had, appeals therein
taken, and judgments therein rendered, in the same man-
ner and with the same effect as if this Act had not been
passed."

As already pointed out, plaintiff's attack upon the

1935 and 1936 reassessments, although made under the

guise of a supplemental complaint filed under the same

docket number as the suit involving the validity of the

original assessments, was in fact the institution of a new

suit. (Ante pp. 45-7.)

These reassessments were made on September 2,

1937, and after the 1937 amendment of section 24 of the

Judicial Code, and hence were subject to its limitations.

If then plaintiff had a plain, speedy and efficient remedy
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as to such reassessments in the state court, either at law

or in equity, it was not entitled to injunctive relief with

respect thereto in the district court. Was such state court

remedy available?

Certiorari.

The Washington statute providing for review by cer-

tiorari is set forth in Appendix C (post pp. 252-3). It pro-

vides that the writ shall be granted when any inferior

tribunal, board or officer, exercising judicial functions,

has exceeded its or his jurisdiction or is acting illegally,

or to correct any erroneous or void proceeding, and there

is no appeal, nor in the court's judgment, any plain,

speedy and adequate remedy at law. (Section 4; Rem.

Rev. Stat., § 1002.)

The reviewing court is allowed to review questions

of fact by bill of exceptions, and in case of error, is re-

quired to render such judgment as of right ought to be

entered, or reverse and remand the cause for further

proceedings. (Section 9; Rem. Rev. Stat., § 1007.)

The questions reviewable are: (1) whether the body

or officer had jurisdiction; (2) whether the authority of

the body or officers has been pursued in the mode re-

quired by law; (3) whether, in making the determina-

tion, any rule of law has been violated to the prejudice

of the relator; (4) whether there was competent proof

of all the facts necessary to be proved to justify the de-

termination; and (5) whether there was such prepon-

derance of proof against the determination as would jus-

tify a reversal if tried by a court without a jury. (Sec-

tion 12; Rem. Rev. Stat., § 1010.)

The remedy of certiorari was early recognized by the

Washington supreme court as a proper remedy with re-



51

spect to a claimed erroneous assessment for taxation

purposes.

Lewis V. Bishop, 19 Wash. 312, 53 Pac. 165.

It was there held that a board of county commission-

ers, when sitting as a board of equalization, exercises

judicial functions in passing upon the valuations of prop-

erty returned by the assessor, and, there being no appeal

from its decisions, the action of such board of equaliza-

tion was subject to review by certiorari.

It was further held that the fact that the taxpayer

had a remedy by injunction against the treasurer to pre-

vent the sale of his property for taxes illegally assessed,

or might urge the invalidity as a defense in an action to

foreclose the tax lien, to be instituted three years after

delinquency, did not afford him such a speedy and ade-

quate remedy as to deprive him of the right to the writ.

We know of no Washington case taking a different

view. True, in State ex rel. N. P. R. Co. v. State Board,

140 Wash. 243, 248 Pac. 793, it was held that certiorari

did not lie to review the action of the state board of

equalization in fixing the valuation of railroad property

for taxation purposes, where the board had made it ap-

portionment and adjourned sine die, and was dissolved

by operation of law for that year; since there was no stat-

utory power to direct the board to reassume jurisdiction

and no way to enforce any judgment in the matter.

But here, the reassessment is made by the tax com-

mission which is a continuing body (Rem. Rev. Stat.,

§ 11087-8), and consequently is continuously subject to

the judgment of the court in the certiorari proceeding.
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As in the case of Lewis v. Bishop, 19 Wash. 312, no

appeal lies from assessments made by the tax commis-

sion. Such right of appeal was expressly given by the

act creating the Commission (Laws of 1925, ch. 18, sec. 7

as amended by Laws of 1927, ch. 280, sec. 7; Rem. Rev.

Stat., sec. 11097), but the section granting such right of

appeal was expressly repealed in 1931. (See Laws of

1931, ch. 62, sec. 8; In re Yakima Amusement Co., 192

Wash. 174, 73 Pac. (2d) 519).

"Ordinarily, where the law provides a remedy for

the review of assessments by appeal, certiorari, or motion,
injunction cannot be granted to stop the enforcement of

the tax notwithstanding the remedy at law was barred
by laches."

61 C. J. 1087 and cases cited in note 44;

Baltimore & Ohio R. Co. v. Allen (D. C), 17 Fed.

171.

Suit to enjoin certification of reassessments.

A proper procedure for testing the validity of the

reassessments would have been a suit for an injunction

restraining the certification of the reassessments by the

tax commission to the county assessors. Such a suit was

held proper in Fargo v. Hart, 193 U. S. 490, 503; Coulter

V. L. & N. R. Co., 196 U. S. 599, 608; Western Union Tel.

Co. V. Tax Commission, 21 Fed. (2d) 355, 360, and West-

ern Union Tel. Co. v. Norman, 77 Fed. 13. We know of

no decision condemning this practice in the case of a unit

assessment. In such a suit but three defendants would

have been necessary as compared with 115 in the present

suit.



53

Suit to enjoin county assessors from spreading reassessments

on tax rolls.

With respect to certification of reassessments made

by the tax commission, the statute provides:

" * * * If the original assessment was made by
the tax commission, the equalized valuation of such prop-
erty for the purpose of such reassessment shall be forth-

with entered by the tax commission under an appropriate
heading, in its assessment rolls for the year or years for

which such reassessment was made, and shall be appor-
tioned to the county or counties, and certified to the
county assessors of the proper counties, and shall be dis-

tributed by the county assessors among taxing districts,

and shall be placed upon the county tax rolls, in the same
manner as provided by existing law for the entry and
extension of the original assessment of such property."
(Sec. 5, ch. 106, Laws of Wash, of 1931; Rem. Rev. Stat.

11305.) (Post p. 261.)

It is apparent, then, that if plaintiff did not see fit to

pursue the remedy of certiorari or seek an injunction

restraining certification of the reassessments, it might

have petitioned for an injunction restraining the county

assessors from spreading the reassessments upon the tax

rolls.

Nor was plaintiff barred from any one of these reme-

dies by the state statute prohibiting the issuance of in-

junctions restraining the collection of taxes. (Ch. 62,

Laws of 1931; Rem. Rev. Stat. 11315-1, et seq.)

In holding that such statute did not bar a suit for

injunction to restrain an assessor from extending exces-

sive levies upon the tax rolls, the court said in Denny v.

Wooster, 175 Wash. 272, 276-7, 27 Pac. (2d) 328:

"It ought not be held that, prior to the right to pay
or collect taxes, a taxpayer should be deprived of the
right to seek redress against a threatened course of offi-
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cial action leading to the imposition and lien of a void tax.

The essential purpose of statutes against injunctive rem-
edies in tax cases is to prevent the delays of legal pro-
ceedings interfering with the maintenance and operation
of government. But that reason does not apply in such
case as this, where the appeal to equity is diligent and in
sufficient time to avoid evil results."

And following the above decision, the state supreme

court thereafter sustained a judgment granting an in-

junction restraining the assessor from spreading on the

assessment rolls increased valuations ordered by the

county board of equalization but found by the court to

be actionably excessive.

Pacific Tel. & Tel. Co. v. Wooster, 178 Wash. 180,

183, 34 Pac. (2d) 451.

Need it be said that had plaintiff used the same dili-

gence to secure equitable relief in the state courts as it

exercised in seeking to retain its foothold in the federal

district court, no grounds could exist for contending that

such relief, if justified, would have been denied.

Plaintiff's counsel will no doubt urge application of

the familiar rule that before equitable relief will be de-

nied by the federal courts because of the existence of a

remedy at law, such legal remedy must be complete, cer-

tain and absolute.

We concede the rule, but the reason for it is this:

Where the taxpayer pays his taxes in full and then seeks

a refund at law and is denied complete relief, his loss of

the unlawful taxes paid is certain and inevitable. In

other words, he risks his all by his election of remedies.

Not so, however, where the taxpayer elects to seek

equitable relief in a state court. Should such state court

deny relief by injunction or certiorari, the taxpayer still
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retains the disputed taxes, and the doors of the federal

equity courts are still open to him.

It is well recognized that a taxpayer must exhaust

his administrative remedies before seeking relief in a fed-

eral court of equity. (Post pp. 174-5.) For the same rea-

son, we submit, he should be required to exhaust all

possible remedies in state courts of equity, not involving

prepayment of the disputed tax, before seeking injunc-

tive relief in the federal courts.

Action at law for refund.

The federal courts may not enjoin the collection of

taxes if the complaining taxpayer has a plain, speedy,

and adequate remedy at law by a tax refund action.

Henrietta Mills v. Rutherford County, 281 U. S.

121;

Stratton v. St. L. S. W. Ry., 284 U. S. 530;

Matthews v. Rodgers, 284 U. S. 521.

Chapter 62, Laws of 1931 (Rem. Rev. Stat. sec.

11315-1 et seq.) forbids the issuance of injunctions re-

straining the collection of taxes except where the law

imposing the tax is void or the property is exempt from

taxation, and provides as the sole remedy of a dissatisfied

taxpayer, payment of the offending tax in full under

protest, and the institution of an action at law in the

superior court for the refund of that portion claimed to

be invalid. If such taxpayer prevails, he is granted

judgment for that portion of the tax adjudged invalid,

with interest and costs, and the judgment is made pay-

able by interest-bearing warrants drawn on a special

fund known as the tax refund fund. Annual tax levies

are required sufficient to cover the warrants theretofore

drawn on such fund with an additional amount by rea-
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son of anticipated uncollected taxes for the year. The

pertinent portions of this Act, as amended in 1937 prior

to the reassessments in question are set forth in Appendix

D (post pp. 254-6).

In Casco Co. v. Thurston County, 163 Wash. 666, 2

Pac. (2d) 677, this act as originally enacted, was held

constitutional, the court holding:

(1) That the Act was not an encroachment on the

constitutional powers of the courts to grant injunctions,

since the legislature had merely provided an adequate

remedy at law making injunctive relief unnecessary;

(2) That the remedy requiring prepayment of taxes

deemed unlawful as a condition precedent to the recovery

of the taxes paid, as provided in the Act, afforded an ade-

quate and sufficiently speedy legal remedy for illegal

taxation, barring relief by injunction, notwithstanding

that the refund judgment was payable by warrants on

a fund which might not be in a position to respond until

replenished by taxes thereafter levied and collected;

(3) That the Act was not discriminatory because

of section 5 providing for suits in any county and the

joining of all counties interested in one action to recover

illegal taxes levied upon the operating property or public

service corporations whose property is located in more

than one county and is assessed as a unit by a state board

or officers.

This leading case was followed in In re Assessment

Yakima Amusement Co., 192 Wash. 174, 73 Pac. (2d) 519;

Western Machinery Exchange v. Grays Harbor County,

190 Wash. 447, 68 Pac. (2d) 613; EUer v. Kronlund, 198
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Wash. 341, 342-4, 88 Pac. (2d) 417; Ballard v. Wooster,

182 Wash. 408, 45 Pac. (2d) 511.

It will be noted that under this statute, in the case

of public utility companies with operating property

located in more than one county and assessable as a

unit, a single refund action may be brought against all

the counties involved, such action being maintainable

either in the state or federal court. (Sec. 5, post p. 256.)

Moreover, the Act provides that the annual levies

made for payment of the tax refund warrants are to be

"given precedence over all other tax levies for county

and/or taxing district purposes." (Sec. 4, post pp. 255-6.)

Again, the refund judgment covers interest and

costs, and the warrants given in payment likewise bear

interest at the same rate as provided for other county

warrants. The maximum rate of interest on county

warrants is fixed at 8% (Rem. Rev. Stat. sec. 7302), and

it is made the duty of the county auditor to fix the in-

terest rate sufficiently high "so that the par value shall

be the market value thereof." (Rem. Rev. Stat. sec.

7303.)

It is hard to see how the rights of a complaining tax-

payer could be more carefully or effectively protected

than by the safeguards embodied in the Tax Refund

Statute. True, the legislature could have provided for

the impounding of the disputed taxes pending the liti-

gation, but obviously this would have thwarted the very

purpose of the law, i. e., that of enabling the govern-

mental agencies to function during possible protracted

litigation.
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"It is upon taxation that the several States chiefly
rely to obtain the means to carry on their respective
governments, and it is of the utmost importance to all

of them that the modes adopted to enforce the taxes
levied should be interfered with as little as possible.
Any delay in the proceedings of the officers, upon whom
the duty is devolved of collecting the taxes, may derange
the operations of government, and thereby cause serious
detriment to the public." Dows v. City of Chicago, 11
Wall. 108, 110.

Of the cases there cited by counsel involving the

question of a refund action constituting an adequate

legal remedy, in the case of Central Pac. Ry. Co. v.

Nevada Tax Commission, 3 Fed. Supp. 929, 932, Judge

Norcross was able to find only one in which the state

statute required impounding of the disputed tax.

Even before the 1937 amendment giving the levy for

replenishment of the tax refund fund preference over

all other levies, the supreme court of Washington had

this to say as to the objection that the refund was made

in warrants:

"But it is argued that, because the sucessful litigant

must accept a warrant drawn on a fund which may not
be in a position to respond for a period of months, the
warrant is no adequate replacement of the money paid
on the excessive tax, and that, as a result, the remedy
is neither speedy nor adequate. * * *

"The answer seems to be that all governments pay
in warrants; and the mere fact that a warrant, because
of the depletion of the fund upon which it is drawn, is

not at once reducible to money, makes it none the less

the only means of paying public officers, employees and
those who supply the daily needs of the state and its

local subdivisions. Such a warrant is negotiable, in the
commercial sense, at least, and those who must can
usually obtain its present value in cash, or, if they think
proper to hold it, receive interest upon it until it is re-

deemed. The state appears to have done all it can to
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be fair to warrant holders." Casco Co. v. Thurston
County, 163 Wash. 666, 673, 2 Pac. (2d) 677.

Same—Payment of future taxes with tax refund warrants.

We are not unmindful of the numerous decisions to

the effect that in the absence of statute, county warrants

or other obligations cannot be offset against taxes, the

reason, of course, being that the acceptance of sucn

county obligations would amount to the substitution of

the general tax liability of the general taxpayers of the

county for the direct charge on the property of the par-

ticular taxpayer tendering the warrants, a transaction

too obviously not amounting to payment.

Other cases may be found holding that even un-

lawfully excessive taxes paid on property for previous

years may not be off-set against current taxes levied on

the same property, for the reason that such current taxes

were levied to cover the expenses of government for

the particular tax year, and that the allowance of such

off-set would tend to disrupt the orderly administration

of government.

But neither of those conditions exists with respect to

tax refund warrants or the refund judgment in payment

of which they were received. Such warrants conclusively

evidence the advance payment of taxes levied on the

very same property as that upon which they would be

tendered for payment of current taxes. The current

levies would be made by officials fully conscious of the

conclusive adjudication of such advance payment. The

identical taxing districts levying the past excessive tax,

would bear the burden of making good any deficit in

current revenue resulting from such off-set.
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We have found no case, and we are confident none

can be found, holding that tax refund judgments may
not properly be off-set against the current taxes imposed

on the same property as that as to which such refund

was decreed. Indeed, on what possible theory could

such off-set be denied? The refund judgment conclu-

sively evidences the pro tanto advance contribution of

the specific property involved, to the expense of govern-

ment. It is, we submit, inconceivable that any court of

equity would permit the foreclosure of a tax for which

a judgment for past unlawful taxes on the same identical

property had been tendered in payment.

Refund judgments heretofore off-set against taxes.

Both plaintiff, defendants and the district court have

recognized the propriety and legality of such off-set.

By its decree in a former suit the district court granted

the plaintiff company a large refund as to the taxes paid

by it to the defendant counties for 1925 and 1926. (Plff's

Ex. 25, R. 2283-4. Other suits were later brought in the

district court against the same county defendants con-

testing its taxes for the years 1927 to 1932. In entering

decrees in these subsequent suits fixing plaintiff's tax

liability for these subsequent years, the district court

off-set against such tax liability the tax refunds decreed

in the 1925-1926 suit. (Plff's Exs. 26, 27, and 28, R. 2292-

2303.) This was all done at the instigation of plaintiff.

(R. 1003-4.)

This, we agree, was entirely proper. Not to have

allowed such off-set would have been wholly inequitable

and unconscionable. Nor can plaintiff now be heard to

deny its absolute propriety.
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Of course, if these tax warrants may be used for

payment of its future taxes, plaintiff can hardly be heard

to deny their being the equivalent of cash.

But whatever the status of such tax warrants as a

medium for payment of future taxes, we submit that by

the 1931 Act as amended (Appendix D, post pp. 254-6)

plaintiff is afforded a complete and adequate legal rem-

edy. By giving precedence to the tax levy for their

payment, the legislature has made such tax refund war-

rants virtually a first lien on all future taxes imposable.

Hardly more could, in reason, be asked.

See Shelton v. Piatt, 139 U. S. 591, and Tennessee v.

Sneed, 96 U. S. 69.

Suit to restrain collection because of inadequacy of remedy
by refund action.

But assuming that by reason of the fiscal condition

of the defendant counties, this court should determine

that the legal remedy provided by a refund action would

not be adequate, is there any reason for assuming that

with the same evidence before it, a state court of equity

would not arrive at the same conclusion, and accord plain-

tiff the same form of relief sought here?

The supreme court of Washington has repeatedly

held that the state court has power by injunction to re-

strain the enforcement of a void or unlawfully excessive

tax. Said that court in Yakima National Bank v. Yakima

County, 153 Wash. 375, 376, 280 Pac. 25:

"Appellants contend that an action in equity will not

lie to enjoin the collection of a tax. This is not an open
question in this state. We are committed to the rule that

the courts have power by injunction to restrain the en-

forcement of an illegal tax. Northwestern Lumber Co.

V. Chehalis County, 24 Wash. 626, 64 Pac. 787.
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"See, also, Spokane & Eastern Trust Co. v. Spokane
Countij, 70 Wash. 48, 126 Pac. 54, Ann. Cas. 1914B 641;
Yakivfia Valley Bank & Trust Co. v. Yakima County, 149
Wash. 552, 271 Pac. 820."

It is to be noted that in the case last cited, the rule

was held to apply indiscriminately to both real and per-

sonal property taxes.

Indeed, the court continued to grant injunctive relief

in suits brought before, but tried after, the 1931 Tax

Refund Act took effect. See Bank of Fairfield v. Spokane

County, 173 Wash. 145, 22 Pac. (2d) 646.

As heretofore noted, the state supreme court, in

Casco Co. V. Thurston County, 163 Wash. 666, 2 Pac. (2d)

677, upheld the constitutionality of chapter 62, Laws of

1931 (Appendix D, post pp. 254-6), as originally enacted

but in denying injunctive relief in that case, did so, not

because injunctions against tax collections were pro-

hibited by that statute, but because it found, under the

facts pleaded in that case, that the statute afforded plain-

tiff an adequate and complete legal remedy. To quote:

"We can see here no encroachment upon the consti-

tutional power of the courts, but simply and solely a leg-

islative attempt to provide an adequate legal remedy
where, if a legal remedy before existed, it was a doubtful
or inadequate one, so that the courts, while retaining to

the full all of the equitable powers inherent in them, will

find only lessened occasions for the use of such powers."
(163 Wash. 669.)

That the court did not consider itself bound by the

provisions of chapter 62 prohibiting injunctions as to tax

collections, is made certain by the later case of Blanchard

V. Golden Age Brewing Co., 188 Wash. 396, 63 Pac. (2d)

397, holding unconstitutional a state statute purporting
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to forbid injunctions in labor disputes. Said the court

there (188 Wash. 412, 415):

"The precise question before us, under the facts of

the entire case, is whether the legislature can abolish or

abridge the power of the superior court to issue injunc-

tions, or regulate that power in specific classes of disputes

in such a way as will, to that extent, abolish or abridge
the power. We hold that it cannot, because to do so

would be an encroachment upon the judicial power.

"Thus, by the constittuion, and independently of any
legislative enactment, the judicial power over cases in

equity has been vested in the courts, and, in the absence
of any constitutional provisions to the contrary, such
power may not be abrogated or restricted by the legis-

lative department. Any legislation, therefore, the pur-
pose or effect of which is to divest, in whole or in part,

a constitutional court of its constitutional powers, is void
as being an encroachment by the legislative department
upon the judicial department.

"The writ of injunction is the principal, and the most
important, process issued by courts of equity, it being
frequently spoken of as the 'strong arm of equity.' Its

function is to furnish preventive relief against irrepar-

able mischief or injury. Its object and purpose is to pre-
serve and keep things in statu quo until otherwise or-

dered, and to restrain an act which, if done, would be
contrary to equity and good conscience."

And Tolman, J., said further in concurring (188

Wash. 426-7):

"In my opinion, the legislature may take away from
the courts, as now established, the power to protect cer-

tain rights and to exercise certain remedies, provided
that it supplies a reasonably adequate remedy in the place

of the one abolished, but by the same token the legisla-

ture may not abolish a common law right and its remedy
without setting up some reasonable substitute. * * *

"This state is committed to that doctrine. * * *

The rule was clearly stated and followed by this court in

the case of Casco Co. v. Thurston County, 163 Wash. 666,

2 P. (2d) 677, 77 A. L. R. 622."
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And later, in Island County v. Calvin Philips & Co.,

195 Wash. 265, 269, 80 Pac. (2d) 840, the court said as

to its previous decision in the Casco case:

"The upholding of the constitutionality of chapter 62

of the Laws of 1931 in Casco Co. v. Thurston County,
supra, did not constitute a recognition of the abridgment
of the equity powers of the court, but only a lessened

occasion for their exercise."

The unmistakable import of these decisions is that

when confronted by a state of facts demonstrating that

the tax refund action provided for in the 1931 act as

amended does not afford the complaining taxpayer a

complete and adequate legal remedy, the state court will

not hesitate to grant injunctive relief as against unlaw-

fully excessive taxes as unhesitatingly as it did in a long

list of decisions prior to the enactment of that act.

Plaintiff having failed to allege inadequacy of remedy in

state court, court should dismiss suit as to reassessments

sua sponte.

As previously noted, Judicial Code, section 24, as

amended August 21, 1937, c. 726, sec. 1, 50 Stat. 738, pro-

vides:

u * * * jY^ district court shall have jurisdiction

of any suit to enjoin, suspend, or restrain the assessment,

levy, or collection of any tax imposed by or pursuant to

the laws of any State where a plain, speedy, and efficient

remedy may be had at law in equity in the courts of such

State." (Italics Ours.)

Since the jurisdiction of the district court is limited

in the sense that it has none except as conferred by the

constitution and laws of the United States, and since the

presumption is that a cause is without its jurisdiction

unless the contrary affirmatively appears, it is essential
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that the facts which give it jurisdiction should be distinc-

tively and positively averred in the complaint.

Moore v. C. & O. Ry. Co., 291 U. S. 205, 210 and
cases cited;

McNutt V. General Motors etc. Corp., 298 U. S. 178,

189.

Said the court in Smith v. McCullough, 270 U. S.

456, 459:

"The established rule is that a plaintiff suing in a

federal court must show in his pleading, affirmatively and
distinctly, the existence of whatever is essential to fed-

eral jurisdiction; and, if he does not do so, the court, on
having the defect called to its attention or on discover-

ing the same, must dismiss the case, unless the defect be
corrected by amendment. Norton v. Larney, 266 U. S.

511."

And where there is no averment in the plaintiff's

pleadings sufficient to give the court jurisdiction, the

court cannot take jurisdiction merely because it has judi-

cial notice of facts which would have given it jurisdiction

had they been properly pleaded by the plaintiff. Moun-

tain View Min. etc. Co. v. McFadden, 180 U. S. 533, 535.

And see, also, Mutual Life Ins. Co. v. McGrew, 188 U. S.

291, 309; Powell v. Brunswick County, 150 U. S. 433.

As to the appellate court's duty with respect to jur-

isdictional matters, it was said in Mitchell v. Maurer, 293

U. S. 237, 244:

"Unlike an objection to venue, lack of federal jur-

isdiction cannot be waived or be overcome by an agree-
ment of the parties. An appellate federal court must
satisfy itself not only of its own jurisdiction, but also of

that of the lower courts in a cause under review. Mans-
field C. & L. M. Ry. Co. v. Swan, 111 U. S. 379, 382."

—3
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In Royalty Service Corporation v. City of Los An-

geles (C. C. A. 9th), 98 Fed. (2d) 551, 553, this court said:

"In view of the fact that we think the District Court
was without jurisdiction of this cause it is unnecessary
for us to consider the mentioned assignments of error.

Although the question of jurisdiction was not raised by
the parties in the District Court nor in their briefs on
appeal it was raised on oral argument before this Court.
In any event it is necessarily before us and must be de-
cided. An appellate federal court must, of its own motion
and even against the consent or protest of the parties,

satisfy itself not only of its own jurisdiction but also of
that of the lower court in a cause under review. Mitchell
V. Maurer, 1934, 293 U. S. 237, * * * ."

And see American United Life Ins. Co. v. Franklin

(C. C. A. 8th), 97 Fed. (2d) 76.

In Henneford v. N. P. Ry. Co., 303 U. S. 17, an appeal

from a statutory court's decree enjoining the collection

of a tax, the supreme court by its order of probable jur-

isdiction initiated an inquiry as to (1) the existence of

the required jurisdictional amount and (2) the adequacy

of the remedy at law. On final hearing the court re-

versed the judgment, and remanded the cause to the Dis-

trict Court with directions to dismiss the bill for want of

jurisdiction.
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SPECIFICATIONS OF ERROR NOS. 3-A,

3-B, 3-C AND 3-D

For the reasons urged under Specification No. 3 the

court erred in finding that plaintiff was without an ade-

quate remedy at law (R. 826), erred in concluding that

plaintiff had no plain, speedy, adequate and efficient rem-

edy at law or equity in a state court (R. 834), and erred

in entering any decree other than a decree of dismissal.

SPECIFICATIONS OF ERROR NOS. 4 AND 4-A

Error in granting relief as to personal property taxes.

That railroad operating real and operating personal

property assesments and taxes are entirely distinct and

independent, is at once apparent from the pertinent stat-

utes and constitutional provision which are set forth in

full in Appendix E (post pp. 257-8).

The constitution provides that railroad rolling stock

and other movable property are to be liable to taxation

in the same manner as other personal property. Wash.

Const., Art. 12, § 17.

The state constitution (14th amendment) also pro-

vides that for taxation purposes "all real estate shall con-

stitute one class."

The statutes in force when the 1935 and 1936 assess-

ments were made each distinctly provided that railroad

rolling stock and other movable property was to be con-

sidered as personal property and was to be assessed and

taxed as such, and that all other railroad operating prop-

erty was to be assessed and taxed as real property. Rem.

Rev. Stat., §§ 11156-8, 11170.
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It is thus apparent that the assessment and taxa-

tion of railroad operating real property is entirely distinct

from the assessment and taxation of railroad operating

personal property. That such is the case is made plain

by Canadian Pacific Ry. Co. v. King County, 90 Wash.

38, 155 Pac. 416. holding that the rolling stock of a

foreign railroad company whose operations within the

state were entirely over the line of another company

under an operating agreement, was properly assessed

as a unit as personal operating property, and the assess-

ment distributed among the interested counties in pro-

portion to the miles of line over which such rolling stock

moved.

Thus, in the present case, plaintiff's rolling stock is

assessed as a unit as personal property and the assessed

value apportioned among the counties through which

such rolling stock moves without regard to the owner-

ship of the lines involved in such operations.

On the other hand, the operating real property unit

assessment is apportioned to the interested counties in

proportion to the length of line there actually owned by

plaintiff. State ex rel. Hellar v. Jackson, 82 Wash. 351,

144 Pac. 48.

Thus, the relation between plaintiff's real and per-

sonal property assessments would materially vary in

various defendant counties, and consequently the pro-

priety of the respective assessments of such real and

personal property would be a matter of no little moment

to each defendant.

But in none of its various complaints does plaintiff,

for either year, make any specific complaint as to either
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its real operating property assessment or its personal

operating property assessment. It merely charges in

effect that its Washington operating property assessment

was $90,000,000 for 1935 and $88,500,000 for 1936 which

were unlawfully excessive and rightfully should have

been certain much lower figures. From neither the

complaints nor the evidence is it possible to determine

in what amount either the personal property assessment

or the real property assessment is claimed to be excessive.

This being true, it was of course impossible for the dis-

trict court to make any valid findings or decree with

respect to either or any of these various assessments.

The evidence, however, does show that the 100%

assessment on plaintiff's personal operating property for

1935 was $10,630,000, or 11.87% of $90,000,000, and for

1936, was $10,151,000, or 11.47% of $88,500,000. (Defs'

Ex. 53; R. 2695, 2777.)

Moreover, the evidence was conclusive that prior to

the entry of the decree, the total taxes levied on plain-

tiff's operating personal property for both 1935 and 1936

had been paid in full. W. C. Smith, plaintiff's assistant

tax commissioner (R. 996), testified on behalf of plain-

tiff as follows:

"All the personal property taxes for 1935 have been
paid. The last half of the real property taxes for 1935

have not been paid. The 1936 taxes are payable but
not delinquent. We expect to pay similarly in 1936 as

we did in 1935, and will do so before delinquency." (R.

1000.)

The last half of the taxes for 1936 became delinquent

after November 30, 1937 (Rem. Rev. Stat. sec. 11244;

Laws of Wash, for 1935, ch. 30, p. 69, sec. 2), so that

according to Mr. Smith's testimony, the 1936 personal
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property taxes were paid in full on or before that time,

or nearly two years prior to the decree of June 26, 1939.

(R. 834, 838.)

Having paid the same in full prior to the decree,

plaintiff was entitled to no equitable relief with respect

to its operating personal property taxes even were the

same paid under protest.

In Singer Mfg. Co. v. Wright, 141 U. S. 696, the

court said (p. 699):

"We are relieved from a consideration of the interest-

ing questions presented as to the validity of the legisla-

tion of Georgia, levying a license tax upon dealers in

sewing machines, arising from the alleged discrimination

made between retail dealers who are individuals and
retail dealers who are companies * * * as the taxes,

to enjoin the collection of which this suit was instituted,

have been paid by the complainant since the decree dis-

missing the bill was entered. * * * The taxes being

paid, the further prosecution of this suit to enjoin their

collection would present only a moot question, upon
which we have neither the right nor the inclination to

express an opinion. * * * The payment of the taxes

was, it is true, made under protest, the complainant de-

claring at the time that they were illegal, and that it

was not liable for them; that the payment was made
under compulsion of the writs; and that it intended to

demand, sue for and recover back the amounts paid. If

this enforced collection and protest were sufficient to pre-

serve to the complainant the right to proceed for the

restitution of the money, upon proof of the illegality of

the taxes, such redress must be sought in an action at

law. It does not continue in existence the equitable

remedy by injunction which was sought in the present

suit. The equitable ground for the relief prayed ceased

with the payment of the taxes."

In Chicago & N. W. Ry. Co. v. Eveland (C. C. A. 8th

Circ), 289 Fed. 783, a suit to set aside a property assess-

ment and enjoin the making and enforcement of tax
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levy based thereon, it was held that where plaintiff,

pending appeal from a decree of dismissal, had paid the

taxes, although under protest, the controversy became

moot, as injunctive relief was no longer possible.

To the same effect are the following: Tomboy Gold

Mines Co. v. Brown (C. C. A. 8th), 74 Fed. 12, and

Reynolds Tobacco Co. v. Robertson (C. C. A. 4th), 80

Fed. (2d) 966.

And compare footnote "5" to this court's decision in

Royalty Service Corporation v. City of Los Angeles

(C. C. A. 9th), 98 Fed. (2d) 551, 555.

If payment of all of the taxes involved in the litiga-

tion makes injunctive relief no longer possible, it must

certainly follow that payment in full of one of the sepa-

rate and distinct taxes involved, either before, or pend-

ing, the litigation, must effectively settle the controversy

as to the taxes already so paid.

SPECIFICATION OF ERROR NO. 4-b

Effect on decree in re real property tax, of payment of

personal property tax.

The complete silence of the record as to the respec-

tive amounts of real and personal property taxes levied

and assessed in the various defendant counties, seems to

necessitate the reversal of the district court's decree, with

such directions as the court deems proper as to new
pleadings and evidence.
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SPECIFICATION OF ERROR NO. 5

Reassessment Hearings—Court's error in finding that same
were conducted by the Tax Commission's counsel, and
were unfair to plaintiff.

R. G. Sharpe has been the assistant attorney general

assigned to the tax commission since April, 1933, and

for a number of years prior thereto. As such assistant,

Mr. Sharpe appeared for defendants in the early stages

of the present suit, but withdrew as such attorney on

March 26, 1937 (R. 74), and thereafter took no part in

the defense until October 18, 1937, some time after the

making of the reassessment (September 2, 1937; R.

2776-8), when, in his official capacity, he again appeared

as attorney for six of the twenty-three defendant coun-

ties, and their officers. (R. 134-5.)

Sharpe's participation in the reassessment hearings

seems to be the basis of the court's finding that plaintiff

was not accorded a fair hearing, (R. 805-7.)

In determining the fairness or want of fairness of

the reassessment hearings it seems important to con-

sider their purpose and scope as provided by the re-

assessment statute, the pertinent parts of which are

copied in Appendix F (post pp. 259-262).

As to the character of such reassessment and when

the same may be made, section 2 provides:

"Whenever it shall appear to the tax commission
from any protest * * * or petition or complaint
* * * served or filed in any court * * * and an
investigation of the facts upon which such protest, peti-

tion or complaint is based that any error in taxation

has occurred * * * and such assessment appears to

be excessive or void in whole or in part, such prop-
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erty shall forthwith * * * be re-listed, re-valued,

re-assessed and re-taxed" etc.

Section 4 provides that after the hearing provided

for in the Act,

—

" * * * the tax commission shall determine, as
of the original assessment date, * * * the cash
market value of the property in question, and the ratio

between cash market value and assessed value of the
other taxable property in the county, * * * ^n^
shall fix the equalized value of the property in question,"

etc.

From the sections quoted, it is apparent that the

errors in taxation disclosed by the commission's pre-

liminary investigation are matters of no interest to the

complaining taxpayer. Having himself alleged the ex-

action of an erroneous tax, he can hardly be heard to

deny the propriety of the commission's action in initiating

reassessment proceedings for the correction of that tax.

Nor is information as to the errors in taxation tenta-

tively found by the commission essential to a proper

showing to the commission by the complaining taxpayer

in the reassessment proceedings. After initiating the

proceedings, it is made the commission's duty, not alone

to correct any error in taxation it may have tentatively

found, but to make a complete new assessment, involving

the consideration anew of all the facts deemed pertinent

in arriving at the particular property's market value.

What kind of a "hearing," then, is contemplated by

the statute? Section one defines the word "hearing" to

mean "a proceeding in which any taxpayer or other per-

son having an interest * * * is afforded an oppor-

tunity of making such showing with respect thereto, as

he may desire."
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It is to be observed that by the notice of reassess-

ment referred to in section 3 the owner "or other inter-

ested persons" are notified to appear and "show cause

why such reassessment should not be made," etc., and

it is perhaps not unreasonable to ask why, if the protest-

ing taxpayer is estopped to deny the right to reassess,

he is notified to show cause "why such reassessment

should not be made."

The answer is plain. The taxing districts and the

prosecutors representing them, have a very real interest

in sustaining the original assessment already made. For

this reason a copy of the reassessment notice is required

to be mailed to the prosecutor of each interested county.

These, of course, are the "interested persons" who alone

may challenge the propriety of proceeding with the re-

assessment.

So far as the complaining taxpayer is concerned,

then, the sole purpose of the "hearing" provided by the

Act, is to afford such taxpayer an opportunity to make

such showing with respect to his property's market value

and equalized value as he may desire. (Section 1.)

Is this the kind of a "showing" plaintiff sought to

make? By no manner of means. Plaintiff's "showing,"

both at the first hearing on June 8, 1937 (Plff's Ex. 80;

R. 2353), and at the adjourned hearing of August 16, 1937

(Plff's Ex. 81; R. 2371), was merely an attempted inqui-

sition of the commissioners as to the particular errors in

taxation leading to the reassessment.

Of course, the propriety of plaintiff's inquiries as to

such errors in assessment were pure questions of law as

to which the commission had the undoubted right to con-
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suit with its counsel. The attorney general and his duly

appointed assistants are designated by law as the legal

advisers of the tax commission. (Laws of Wash, of 1929,

ch. 92, sees. 4, 7; Rem. Rev. Stat., sees. 11032, 11034-1.)

It was, therefore, the commission's duty, in conducting

these hearings, to counsel with, and follow the advice

of Mr. Sharpe on all questions of law arising thereat.

Instead of consulting with its attorney privately as to its

duty to answer the inquiries propounded or to allow or

overrule plaintiff's objections, the commission called upon

its attorney to speak directly for said commission in con-

nection with such objections and demand. Sharpe was

not called upon, and did not speak for the commission,

with respect to the admissibility or weight to be accorded

any evidence offered by plaintiff at said hearing. So far

as plaintiff was concerned, the sole purpose of the hear-

ing as already noted, was to afford plaintiff an opportu-

nity to present such data and evidence as it saw fit bear-

ing on the proper equalized assessed valuations of its

property. With respect to such matters the commission

at all times spoke for itself both in the reception of such

evidence and data and in passing upon objections urged

to the introduction thereof.

We submit that none of the matters with respect to

which Sharpe was called upon to speak for the commis-

sion related to the value of plaintiff's property, or any

evidence bearing thereon, and hence had no bearing

whatever upon either the fairness or lack of fairness of

such hearings.

The fact is that the commission did everything in its

power to induce plaintiff's counsel to make a full and

complete showing not only as to what plaintiff believed
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pertinent, but also by way of criticism of matters which

the commission thought material. To this end, some time

prior to the final hearing of August 16, 1937, the commis-

sion served on plaintiff not only all the schedules and

compilations of figures set forth in its reassessment opin-

ion, but also the data it proposed to consider in arriving

at its valuation. (Defs' Ex. 55; R. 2831.) One important

matter of this kind was a series of exhibits bearing on

the Turnburke relative net earnings method of allocat-

ing system value to states later fully explained in the

Commission's Opinion (See Defs' Ex. 53; R. 2758-2767).

Plaintiff's principal witness, E. V. Peterson, who after-

wards so emphatically criticized this method (R. 1086-

1107), was personally present at said hearing of August

16, 1937 (R. 1243-4), and at that time was fully conscious,

he says, of the alleged defects later so elaborately urged

(R. 1243), and yet when the commission's counsel pressed

Mr. daPonte for light on the merits or faults of such

Turnburke Method, Mr. Peterson was not called upon to

enlighten the commission as to such criticisms. (Plff's

Ex. 81; R. 2379-2385.)

Contrary to the court's findings, we respectfully sub-

mit that the reassessment hearings accorded plaintiff

were eminently fair.

SPECIFICATION OF ERROR NO. 6

Reassessment Opinion—Erroneous finding that same written

by Commission's counsel and did not represent Com-
mission's informed judgment.

Plaintiff's counsel attempted to make much of

Sharpe's participation in the drafting of the tax commis-

sion's reassessment opinion (Defs' Ex. 53; R. 2695), a

matter seemingly of little importance, yet necessitating
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a somewhat extensive review of Commissioner Jenner's

testimony.

We have explained Sharpe's relation to the commis-

sion. (R. 1807.) We might add that prior to March 1

1938, C. A. Manschreck was the commission's supervisoi

of valuation. He had been with the commission some 13

years, and his duties were assisting it in determining

valuations for taxation of public utilities assessed by the

commission. (R. 1617.)

T. M. Jenner, one of the members of the tax commis-

sion since April, 1933 (R. 1804), speaking for himself and

the commission (R. 1956), testified as to the notice of

reassessment, the hearings had, and the final reassess-

ment being made on September 2, 1937. (R. 1804.) The

commission issued an opinion and order of reassessment,

which was printed and served on plaintiff (R. 1804-5),

of which opinion and order Defendants' Exhibit 53 is a

copy. (R. 1805.)

The three commissioners, together with Mr. Man-

schreck and Mr. Sharpe, collaborated to a great extent in

writing out the text of the opinion. Manschreck and

Sharpe participated in practically all of the hearings and

conferences. (R. 1807.)

Mr. Jenner testified that he vouched for the correct-

ness of the opinion. That he did not write the whole of

it (R. 1808), but did write part of it. That the original

draft was prepared by Sharpe, which was submitted to

the commission and it was edited and amended in a great

many respects to conform to the judgment of the com-

mission, and that it was rewritten several times after

being so edited before it achieved this final draft. It
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would be impossible for Mr. Jenner to pick out what

words he might have written and what words Sharpe or

Manschreck might have written. (R. 1808.) Sharpe

wrote the original draft relating to supposed unconstitu-

tionality of section 10, chapter 123, Laws of 1935, after

he had thoroughly discussed it with Mr. Jenner. The

commission took Sharpe's advice as to the law on that

subject. (R. 1841-2.)

Some of the corrections made in Sharpe's rough

draft were probably made by both Jenner and Sharpe.

Jenner did not think he made any in his own handwrit-

ing, but Jenner discussed this with Sharpe when he

brought it in. (R. 1918.)

Sharpe prepared the rough draft of that part of opin-

ion relating to the Turnburke Method (Defs' Ex. 53; R.

2758 et seq.), but the method did not originate with

Sharpe at all. Mr. Jenner and the commission first heard

of it from Manschreck after he had gone over it in the

transcript of the North Dakota case. Mr. Jenner discussed

the matter with Manschreck and read the Turnburke

theory at that time, and had many discussions of that

long before the opinion was ever written. (R. 1919.)

Regardless of its original draftmanship or its subse-

quent amendments, the opinion (Defs' Ex. 53) repre-

sented the final opinion of the three members of the tax

commission. They were all satisfied with it in its final

form. (R. 1951.)

Mr. Jenner further testified that Sharpe had been

assigned to the tax commission work ever since April,

1933, and had handled all its major litigation, consisting

of some 75 or 80 suits going to the state supreme court,
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besides innumerable lower court cases, and numerous

United States supreme court cases. (R. 1952-3.) At the

time of the reassessment Sharpe was not attorney for any

of the defendants, and had not been since the preceding

March. Assistant Attorney General Donnelly, and

Messrs. Ewing and Colburn were in charge of the defense

at that time. Sharpe did not withdraw from the case for

purpose of making the reassessment. (R. 1953.) The

commission considered making the reassessment very

soon after the suit was started in December, 1936. There

had not been any such thing as a reassessment considered

or discussed with Sharpe when he was connected with

the litigation. (R. 1954.) The commission had decided

to reassess before it was discussed with Sharpe.

Sharpe had nothing whatever to do with the original

assessments made in 1935 and 1936, or with the assess-

ment of any other railroad property since 1934. (R. 1954.)

Asked if the criticisms of plaintiff's allocation factors

were those of Sharpe, or those of the commission, Mr.

Jenner testified that they were the criticisms of the com-

mission; that the commission had always criticized those

allocation factors and the combination of allocation fac-

tors that the roads had proposed, and on the grounds

set forth in the opinion. (R. 1955.)

Asked if the other conclusions arrived at in the Opin-

ion were the opinions of the commission or Sharpe's

opinions merely adopted by the commission, Jenner tes-

tified that they were the commission's opinions, and were

not adopted just because they might have been Sharpe's

opinions. (R. 1955-6.)
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Plaintiff's counsel was so much impressed with

Sharpe's original draft of that portion of the opinion re-

lating to the Turnburke Method that he introduced it in

evidence. (Plff's Ex. 85, R. 1918-9, 2395.) Two matters

are perhaps significant in regard to this original draft.

(1) Examination will show that, as originally drawn,

it related to the Great Northern and not to the N. P.

(2) Plaintiff's principal witness, Peterson, conceded that

the portion of the Opinion relating to the Turnburke

Method accurately descriped the method as propounded

by Mr. Turnburke in the Weeks case, and that the compu-

tations were correct. (R. 1195-6.)

Plaintiff's counsel also offered in evidence a large

printed brief filed in plaintiff's 1925-1926 tax case in the

district court, claiming that the portion criticizing plain-

tiff's allocation factors was copied into the Commission's

Opinion. (Plff's Ex. 86, R. 1936-7, 2409.)

It seems rather significant to note (1) that this par-

ticular brief was filed and presumably written, not by

Sharpe alone, but jointly by Sharpe and fifteen prosecut-

ing attorneys of the state (R. 2411) ; and (2) that it seems

to have been quite zealously followed by both the special

master and district court, who discarded all of plaintiff's

factors and combination of factors save relative track

miles and relative reproduction cost. (R. 601, 822.)

It may likewise be noted that in his Report, the

special master quoted and adopted as part of his Report

(R. 475-485), extensive excerpts from the brief of plain-

tiff's counsel, including data never even offered or re-

ceived in evidence. (See reference to "Nation's Business"

R. 481.)
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The fact is, of course, that it made not the shghtest

difference who crystalhzed the commission's views into

the form of the original rough draft of its written opinion

or whether a part of the material was copied from briefs

or from the almanac featuring the claimed healing prop-

erties of some well known specific so long as it correctly

stated, as it indisputably did, the views of the tax com-

missioners.

In conclusion on this point, may we ask the court to

recall that the commission's original assessments, as to

which Sharpe had nothing whatever to do (R. 1954),

were the same figures as those found on the reassessment.

How, then, can it, in reason, be seriously urged that the

reassessments did not represent the informed judgment

of the tax commission?

SPECIFICATION OF ERROR NO. 7

Court's error in finding that reassessments fraudulently ex-

cessive and made by fundamentally wrong methods.

As heretofore noted, the tax commission valued and

reassessed plaintiff's Washington operating property as

follows: For 1935: real property, $79,320,000, personal

property, $10,680,000, total, $90,000,000; and for 1936:

real property, $79,349,000, personal property, $10,151,000,

total $88,500,000. (Def's Ex. 53; R. 2695, 2727.) The

master and district court found that these combined real

and personal property assessments were made by arbi-

trary and fundamentally wrong methods and were greatly

excessive and discriminatory, and that such combined

assessments should have been $63,073,442 for 1935 and

$58,692,565 for 1936. (Finding XX, R. 822.)
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Before considering the particulars wherein the tax

commission's methods are condemned, may we again call

to the court's attention the following quotation from

III Cent. R. R. Co. v. Greene, 244 U. S. 555, 562:

"The district court properly held that the action of

the board must be sustained unless it was made to appear
that they had adopted a fundamentally wrong principle,

or had been guilty of fraud. It held further, that no
fundamentally wrong principle was involved in deter-
mining whether such a railroad system should be valued
on the capitalization-of-income or on the stock-and-bond
plan; or, if the former, what rate of interest should be
used in capitalizing, or how many years' earnings should
be considered, or what was in fact the amount of net
income for a given year; or, if the stock-and-bond plan
was adopted, what was the value of the stock and bonds;
and that on these and similar matters the action of the
board, in the absence of fraud, was binding upon the
court. In this we concur."

And as to the circumstances justifying a court of

equity in setting aside an assessment, see also the follow-

ing cases: Pittsburgh, etc. Ry. Co. v. Backus, 154 U. S.

421, 435; Louisville & N. R. Co. v. Greene, 244 U. S. 522,

536; Chicago, B. & Q. Ry. Co. v. Bahcock, 204 U. S. 585,

598; Great Northern Ry. Co. v. Weeks, 297 U. S. 135, 149.

In the case last cited, the court said:

"In determining the amount of the assessment the
board was not bound by any formula, rule or method,
but for guidance to right judgment it was free to con-
sider all pertinent facts, estimates and forecasts and to

give to them such weight as reasonably they might be
deemed to have. Courts decline to disturb assessments
for taxation unless shown clearly to transgress reason-
able limits. Overvaluation is not of itself sufficient to

warrant injunction against any part of the taxes based
on the challenged assessment; mere error of judgment
is not enough; there must be something that in legal

effect is the equivalent of intention or fraudulent purpose
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to overvalue the property and so to set at naught funda-

mental principles that safeguard the taxpayer's rights

and property. * * * The assessment is presumed
to have been rightfully made on the basis of actual

value."

Agreed valuation of $105,000,000 in 1932.

In considering whether there was in this case "an

intention or fraudulent purpose to overvalue" plaintiff's

property, we think it important to bear in mind that for

the year 1932 plaintiff agreed, by the entry of a consent

decree in the district court, and the court found and

decreed, that plaintiff should pay taxes to the defendant

counties on a valuation of $105,000,000. (Plff's Ex. 28;

R. 2301-3.)

With this same property admittedly worth $105,-

000,000 in 1932, does it not appeal to the court as at least

most surprising to find assessments of $90,000,000 in

1935 and $88,500,000 in 1936 now condemned as "inten-

tional or fraudulent overvaluation"?

In reaching its conclusions as to 1935 and 1936 value,

the master and district court used three indicia: (1)

Net railway operating income; (2) stock and bond quo-

tations; and (3) reproduction cost. (R. 815-816.) Let

us therefore compare the figures as to these three ele-

ments for the year last preceding each of the 1932, 1935

and 1936 valuations, using figures for the last preceding

calendar year as to net earnings and reproduction cost,

and figures for the year ending with February for stock

and bond quotations:
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Comparison of change in 100% assessed valuations as be-

tween 1932 and 1935, and 1932 and 1936, with change in

plaintiff's net railway operating income, stock and bond
quotations, and depreciated reproduction cost for last

year preceding such respective assessments:

1932 1935 1936

Assessment Assessment Assessment
Amount of Assessment

(made as of March 1st

of each year) $105,000,000 $90,000,000 $88,500,000
(Agreed decree)

Same—Per cent, less than
1932 assessment 14.3% less 15.7% less

Figures for last year preceding above
assessment dates

1931 1934 1935

Net Ry. Operating Income
(Calendar years 1931,

1934 and 1935) $7,173,151* $7,915,209* $7,726,342*

Same—Percent more than
1931 figure 10.3% more 7.7% more

Stock and bond quotations
(years ending Feb. 1932,

1935 and 1936) $351,389,9611 $339,315,872t $344,874,3441

Same—Percent less than
year ending Feb. 1932 3 . 44% less 1 . 86% less

Cost of reproduction less

depreciation—System
(Dec. 31, 1931, 1934 and
1935) $477,476,653t $474,065,831* $472,164,615$

Same—Percent less than
1931 iigure 0.72%less l.ll%less

Cost of reproduction less

depreciation—Washing-
ton (Dec. 31, 1931, 1934
and 1935) $158,449,404$ $156,901,317$ $156,313,054$

Same—Percent less than
1931 figure 0.98% less 1.35% less

* See Defendants' Ex. 53, Schedule 1 (R. 2779).

tSee Defendants' Ex. 53, Schedule 3 (R. 2780).

t See Defendants' Exs. 44 and 44-a (R. 2G90, 2804)

.

These undisputed figures hardly justify, we submit,

a finding of intentional or fraudulent overvaluation in

either 1935 or 1936. Nor, as we will hereinafter show,

does the evidence support, in any particular, the court's
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findings that in making its reassessments, the tax com-

mission adopted fundamentally erroneous methods.

SPECIFICATION OF ERROR NO. 7-A

Court's error in finding that value of plaintiff's Washington

property ascertainable only by allocating system market

value to Washington.

In discussing our first Specification (ante pp. 24-8)

we have called attention the development of the unitary

theory of valuing interstate utility properties for tax

purposes, pointing out the well-established rule that in

determining the value for taxation purposes of utility

property within a state, no property beyond the state's

borders may be considered unless it adds to the value of

the property within the state. (Wallace v. Hines, 253

U. S. 66, 69-70; Southern Ry. Co. v. Kentucky, 274 U. S.

76, 83.)

We have further shown that although the Washing-

ton revenue laws contemplate the assessing board's con-

sideration of a utility's ultra-state property in assessing

the portion within the state's borders, yet under the law

controlling the 1935 assessment, system value was only

one of the matters to be considered, while the statutes

controlling the 1936 assessment and both reassessments

(post pp. 264-5), left it to the discretion of the assessing

board whether or not system value was to be considered.

(Ante pp. 30-31.)

As we have seen, an assessment of the New Jersey

portion of an interstate railroad with little if any regard

to its system value, was sustained in Lehigh Valley R.

Co. V. Martin (C. C. A. 3rd), 100 Fed. (2d) 139. (Certi-
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orari denied. 59 S. Ct. 592; 306 U. S. (Pre-print) 651.)

See Appendix B, post pp. 249-251.

The statutes must, of course, be construed in the light

of the highest court's declarations as to when a utility's

ultra-state operations and property may be considered in

assessing such utility's property within a state. This

limitation was erroneously ignored by the district court

in its finding.

SPECIFICATIONS OF ERROR NOS. 7-B AND 7-C

Capitalized net earnings—Courts error in finding Commis-
sion's valuation formula fundamentally erroneous in

failing to include capitalized net earnings.

In its Opinion (Defs' Ex. 53, R. 2698), the commis-

sion recognized that among the tests often applied to de-

termine the value of interstate railroad operating prop-

erty, is "the capitalization, at a certain rate of yield, of

what the average net railway operating income of the

property was or should have been for a series of years

last past."

But we submit that no fundamentally wrong prin-

ciple was involved in the determination by the commis-

sion of whether it should use capitalized net earnings, or

the stock and bond method, or a combination of the two,

or a combination of either or both with replacement cost.

(Ill Cent. R. R. Co. v. Greene, 244 U. S. 555, 562.)

It is ,of course, apparent that, as an indication of

value, capitalization of earnings is subject to the major

objection that both the test period and the capitalization

rate must be arbitrarily fixed by the appraising officer.

Said the commission in its Opinion:
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"Net earnings value. It must be borne in mind that

the purchaser of railroad property is buying the future,

not the past earnings. He is concerned with the past

earnings only as they tend to shed light upon the prob-

able future earnings. The only tangible evidence we
have as to the extent to which the hypothetical buyer
or seller of the entire railroad property as of March 1,

1935 and 1936, would have been influenced by past earn-

ings is the Company's stock and bond prices. Likewise,

such market quotations afford the only tangible evidence
of what return would have been expected by the com-
mercial world on money invested in such an enterprise.

Should the Commission undertake to determine for itself

as of these valuation dates to what extent a hypothetical
buyer or seller would have been influenced by past earn-
ings, what return would have been expected, and how
far into the past he would have delved for assistance,

would mean that the Commission would, in the end, be
compelled to look to stock and bond quotations as its

chief, if not sole guide. This being true, then why not in

the first instance use such market quotations as the test

of commercial system value?" (Defs' Ex. 53, R. 2698-9.)

The commission then points out that a business cycle

of some 15 or 16 years should logically be used for aver-

aging such earnings—a test period it would hardly ex-

pect to be favored by the taxpayer. Yet to take say three

or five years would include the period following 1929

with its great collapse of values of all classes of property.

The commission then continues:

"It would therefore seem as unjust to the state to

measure the N. P.'s future prospects by its earnings from
1931 to 1934 as it would be unfair to the railroad to in-

clude its earnings from 1922 to 1929. We believe a fairer

and more equitable valuation will result if we leave the
weight to be given to the N. P.'s past earnings to the stock
and bond purchasers who, during this period, supported
their judgment with their good money, and by reason of
the unusual conditions then existing, to measure the
N. P.'s commercial system value by stock and bond values
alone." (Defs' Ex. 53, R. 2700.)
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"An intentional or fraudulent purpose to overvalue,"

insists counsel and concludes the district court. But we
call it incontestably sound logic.

E. V. Peterson, plaintiff's chief witness, testified that

he thought the market value of the Company's securities

would be the controlling method of determining the

proper capitalization rate to be used in the capitaliza-

tion of net income. (R. 1212.)

This being true, it would necessarily follow that such

a rate of capitalization should be used as would result

in the capitalized earnings value harmonizing with the

value indicated by stock and bond quotations. How,

then, can plaintiff be prejudiced by the commission's

failure to treat capitalized earnings as a separate index

of system value?

Mr. Peterson further testified that if there were no

net earnings, lOO^r weight should be given to stock and

bond value, and he thought he would do the same were

the earnings so small as not to represent even salvage

value. (R. 1214.)

Is there any reason, we ask, why the stock and bond

value should be used exclusively when there are no net

earnings, and not in other cases? Who is to be judge of

when and when not capitalized net earnings shall be

deemed to influence the results obtained by the stock and

bond method? Obviously, it must rest in the sound dis-

cretion of the assessing board, a discretionary power in

this regard, clearly not reviewable by the courts.

In Bailey v. Megan (C. C. A. 8th Circ), 102 Fed.

(2d) 651, it was held, as we have shown, that in assessing

an interstate railroad, the assessing board was at liberty
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to use the stock and bond method to the exclusion of capi-

talization of net earnings.

In Lehigh Valley R. R. Co. v. Martin (C. C. A. 3rd

Circ), 100 Fed. (2d) 139, from which decision certiorari

was denied (59 S. Ct. 592; 306 U. S. (Pre-print) 651),

the court sustained a valuation of New Jersey's portion

of an interstate railroad based on reproduction cost alone,

though far in excess of that indicated by system earnings

or stock and bond quotations.

How, then, can it be seriously claimed that in giving

20% weight to reproduction cost and 80% weight to stock

and bond quotations, the tax commission chose a funda-

mentally erroneous method of determining value?

Ejfect of wage levels on railroad net earnings.

In considering whether separate weight should be

given to capitalized earnings, the court can hardly dis-

regard the question of labor costs. As is well known,

the railroads of the nation a year or so ago announced

a general 15% wage reduction. Protests followed, and

as a result, no wage reduction was made.

Of course, a state assessing board is not concerned

directly with the wages and salaries paid by a road whose

property it is called upon to value. So far as the board

is concerned, such railroad has the privilege of trans-

forming itself, if it wills, into a cooperative organization

of its officers and employees. But while this may be a

sound economic policy, it cannot be without its effect

upon the assessing boards. If railroad officers and em-

ployees occupy a position where they may dictate their

wage scales, then certainly, in valuing the company's

property, the assessing board can no longer be expected
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to give to the company's reported net earnings that con-

sideration to which they would be otherwise entitled.

It would be of interest, in this connection, to know
the exact effect of this proposed 15% wage reduction on

the indicated capitalized earnings value of the plaintiff

road. The proportion of operating expenses attributable

to wages paid is not shown by the record, the wage re-

duction having been sought after the case was tried

below. However, in Appendix G (post p. 263) calcu-

lations are made based on the wages paid by plaintiff

in 1934 and 1935 as shown by its annual reports to the

tax commission which it was stipulated might be avail-

able to both plaintiff and defendants during the trial (R.

120). This tabulation shows that such reduction would

have increased plaintiff's apparent net railway operating

income by nearly 57% for the 1935 assessment, and more

than 64% for the 1936 assessment, and would have added

to the system net earnings value some $70,000,000 as of

1935 and $65,000,000 as of 1936. On the other hand, a

30% wage increase would have completely wiped out the

book net earnings. If these figures are not technically

in the record, the calculation at least shows the results

of the assumptions there made.

The railroads have a fixed investment from which

they can derive only a limited revenue. Their rates are

largely limited by competitive transportation service.

After payment of operating expenses other than wages,

this limited revenue is divided between their employees

in the form of wages and their stock and bond holders

in the form of book net railway operating income.

Under such circumstances, we submit, an assessing

board can hardly be charged with proceeding on a funda-
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mentally wrong principle, in leaving to the stock and

bond buyers the question of what consideration is to be

given to the company's reported net earnings.

SPECIFICATION OF ERROR NO. 7-d

Stock and bond quotatons—Court's erroneous finding that

Commission abused its discretion in using one-year

instead of five-year average.

May we repeat at the outset that, in the absence of

fraud, the tax commission's finding as to stock and bond

value is conclusive. (III. Cent. R. R. Co. v. Greene, 244

U. S. 555, 562.)

The tax commission found plaintiff's stock and bond

value to be $339,315,872 for the 1935 assessment, and

$344,874,344 for the 1936 assessment, the same being

based on the average quotations for the year last preced-

ing the assessment date. (Defs' Ex. 53; R. 2704.)

The district court found that in finding these values

the tax commission did not exercise a fair and informed

judgment and discretion, but used a one-year average

to give to plaintiff's property the greatest value rather

than its fair market value. (Finding XI, R. 807-8.)

Having made such finding, the district court pro-

ceeded to find a stock and bond market value of $349,-

259,078 for the 1935 assessment, and $319,121,201 for the

1936 assessment, based on the average quotations for five

calendar years last preceding such assessment dates. In

other words, the district court found the tax commission

guilty of fraud because the court's stock and bond value

was 2.93% higher for 1935, and 7.47% lower for 1936,

than that found by the tax commission.



92

Strangely enough, the district court, in finding its

values not only included panic years of 1932 and 1933,

but refused to consider the most significant period of all,

namely, the two months of January and February last

preceding the assessment dates!

In his decision in the 1925-1926 case, Judge Webster,

who made this finding, agreed that the following observa-

tions of one of defendants' counsel were "sound" (N. P.

Ry. Co. V. Adams County, 1 Fed. Supp. 163, 184)

:

" 'The master used a one year period for ascertain-

ing the average market value, that is, the average selling

price, of plaintiff's stock and bonds. Obviously the
period is too short, and its use marks the confusion in

the master's mind between the value of plaintiff's prop-
erty, the ultimate fact to be ascertained, and the value
of its stock and bonds, which is only evidence bearing
upon the ultimate fact. * * * j| ffiQ stock and bonds
were the subject of the assessment, doubtless a one year
period, or even a shorter, would be proper, for the sell-

ing price of such securities fluctuates, violently, some-
times, from year to year, month to month, even day to

day.' " (Itahcs Ours.)

We must confess our inability to see why one rule

should apply to the determination of the market value

of securities for purposes of direct taxation,—such, for

instance, as taxation of inheritances,—and another and

different rule should apply where such value is used

only as evidence of the value of the corporate assets.

The fact is, of course, that there is no such distinction.

What would Your Honors say of an appraisal as of

March 1st, 1935, or 1936, of corporate stock or bonds

actively sold on the large exchanges, based in whole or

in part on market quotations during 1930, 1932 or 1933?

Of course no such appraisal could be sustained. Yet
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here we find the district court branding the tax com-

mission with fraud for not doing that very thing.

E. A. McCrary, plaintiff's tax commissioner, testified:

"You ask if I believe that the tax value of the North-
ern Pacific Railroad for the year 1935 should be based
upon the stock and bond quotations for the year 1932.

No, sir. I do not believe that such tax value should be
based upon the stock and bond prices of 1/933. I don't

believe that the valuation for 1936 should be based upon
the quotations for 1932 or 1933. You ask if the market
quotations for 1932 indicated what the value would be
in 1935. I wouldn't see any connection between the two."

(R. 1378-9.)

In the following set-up is shown the average market

value of plaintiff's outstanding stock and funded debt for

each of the years ending in February, from 1931 to 1936,

inclusive, the average for the three- and five-year periods

ending February 28, 1935, and the averages for the three-,

five- and six-year periods ending February 29, 1936.

Average Market Value
of Plaintiff's Stock
and Funded Debt

(Defs. Ex. 3, R. 2780)

Year ending Feb. 28, 1931 $475,621,321

Year ending Feb. 29, 1932 351,389,961

Year ending Feb. 28, 1933 255,593,418

Year ending Feb. 28, 1934 294,926,821

Year ending Feb. 28, 1935 339,315,872

Year ending Feb. 29, 1936 344,874,344

Three-year period ending Feb. 28, 1935 296,612,037

Three-year period ending Feb. 29, 1936 326,372,346

Five-year period ending Feb. 28, 1935 343,371,478

Five-year period ending Feb. 29, 1936 317,220,083

Six-year period ending Feb. 29, 1936 343,620,836

1935 1936

Assessment Assessment
Market value of plaintiff's stock and
funded debt as determined by tax

commission (Defs.' Ex. 53, R. 2704) $339,315,872 $344,874,344

Same—Market value found by dis-

trict court (R. 808) $349,259,078 $319,121,201
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Where the last year's stock and bond quotations indi-

cated a system value some $5,000,000 greater, and the

three-year average some $30,000,000 greater, in 1936 than

in 1935, is it not rather mystifying to find the district

court charging the commission with fraud in failing to

find a system value some $30,000,000 less in 1936 than

in 1935?

It will be observed that the averages for the single

years ending in February, 1935 and 1936, and the five-

year and six-year averages ending with February, 1936,

are practically the same, the variation between the high-

est and lowest figure being but 1.6%.

Suppose the tax commission, awed by supposed

magic in the figure "5," and despite the numerous valid

objections to so doing, had determined to use a five-year

average for the 1935 assessment, and by so doing, had

included 1930 as an off-set against the stagnant years of

1932 and 1933. In such case, would it not have been

imperative that the commission follow the same proce-

dure in arriving at the 1936 valuation, and take a six-

year average for that year? Had it done so, as the above

set-up shows, the stock and bond valuation would have

been $343,371,378 for 1935 and $343,620,836 for 1936,

figures slightly higher on the average than those actually

found.

But clearly this would have been no more illogical

than including in its 1935 calculation the years 1930 to

1933 which plaintiff's own tax commissioner concedes

threw no light whatever on the value of plaintiff's prop-

erty as of March 1, 1935.
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In its reassessment Opinion (Defs' Ex. 53, R. 2701-4),

the commission has stated at length its reasons for choos-

ing one year rather than longer averages. To this state-

ment we most earnestly invite the court's attention.

We submit that the district court was wholly unjus-

tified in finding the commission guilty of fraud in choos-

ing a one-year average as the proper test of plaintiff's

stock and bond values.

However, for comparison purposes, we have later

recomputed the market value of plaintiff's Washington

properties for the two assessment years by the commis-

sion's formula, except that we have used five-year stock

and bond average quotations, and certain modified figures

as to non-carrier property deductions and depreciated

reproduction cost as indicated. (Post pp. 234-6.)

SPECIFICATION OF ERROR NO. 8

Court's error in finding stock and bond values other than

found by tax commission.

For the reasons pointed out in our discussion of Spe-

cification 7-d (ante pp. 91-5), we submit that the court

erred in finding plaintiff's stock and bond market values

to be other than those found by the tax commission for

the 1935 and 1936 assessments. (Defs' Ex. 53, R. 2704.)
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SPECIFICATIONS OF ERROR NOS. 9 AND 9-A

Depreciated reproduction cost—Court's error in basing con-

clusions as to depreciated reproduction cost on 1910-1914

costs as to all elements except land, while using present-

day value of land and present-day depreciation as to

structures.

Complaining of the 1935 assessment, plaintiff alleges

in its first cause of action:

"The cost of reproduction of plaintiff's railroad sys-

tem, as determined by the Interstate Commerce Commis-
sion as of June 30, 1917, at average prices of 1910 to 1914,

plus net additions and betterments, using present market
value of lands, as of said assessment date, and depreciat-

ing structures, was $406,671,775. The same figure for the
portion in Washington was $135,164,742." (R. 13-14.)

The identical allegation is made as to the 1936 assess-

ment in the second cause of action, except that the figures

are $395,685,894 for the system and $131,073,812 for

Washington. (R. 27.)

Studiously following plaintiff's allegations, the dis-

trict court found:

"The cost of reproduction of plaintiff's railroad sys-

tem as determined by the Interstate Commerce Commis-
sion as of June 30, 1917, at average prices of 1910 to 1914,

plus cost of net additions and betterments, using present
market value of lands, as of said assessment dates, and
depreciating structures as of December 31, 1934, was
$406,671,775, and the same figure for that portion of plain-

tiff's railroad system in Washington was $135,164,742.

The corresponding figures as of December 31, 1935, are

$395,685,894 for the system, and $131,073,812 for Wash-
ington." (Finding XII, R. 808-9.)

There could, of course, be no objection to the use of

present-day prices of operating land, and using the pres-

ent depreciation as to structures, had the court and plain-

tiff been consistent, and also used the present-day prices

of all other items of cost involved in the construction of
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plaintiff's road. But to use present-day prices as to ele-

ments that have decreased in value or cost, and 1910-1914

prices as to all items that have since greatly increased in

value seems too fantastic to consider seriously.

The court will no doubt take judicial notice of the

tremendous increase in the cost of labor and material

since 1914. But if not, it is abundantly shown by the

record.

Defendants' Exhibit 39-A is a certified copy of rail-

road construction indices compiled by the Engineering

Section of the Bureau of Valuation of the Interstate Com-

merce Commission, dated July 1, 1936. (R. 2675-2683.)

Sheet 3 is a map showing the division of the United States

into regional groups for which indices have been estab-

lished. Region VI includes all of the territory occupied

by plaintiff's operating property. (R. 2675.) Sheets 2

and 3 show the names and numbers of the primary ac-

count used in the classification of investment in road and

equipment of steam roads, under the three main heads

of (1) Road (Accounts 1 to 47), (2) Equipment (Ac-

counts 51 to 58), and (3) General Expenditures (Ac-

counts 71 to 77). (R. 2677-9.) The indices are on the

basis of 1910-1914 equals 100. (R. 2676.) The weighted

average reproduction cost for these three main heads in

1935 and 1936 as compared with 1910-1914 levels, and the

proportion of cost involved under each main head is

shown to be as follows (R. 2680-2681):

Primary P^^'^f^^^de A^^j-age Cost Cost As Compared With
Account Expenditures 1910-1914— 1910-1914 Basic Figure
Nos. Involved Basic Figure For 1934 For 1935

Road 1-46 73.67% 100 128 128
Equipment . . . 51-58 18.80% 100 170 181
General

expenditures 71-77 7.53% 100 129 129
Weighted
average .... 1-77 100.00% 100 136 138
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Plaintiff's witness, G. I. Hayward, its district engi-

neer for the lines west of Spokane (R. 1008), testified:

"I am somewhat familiar with the prices of labor
and material in 1914, and between 1914 and 1917. You
ask how the prices of labor entering into the construc-
tion of a railroad in 1914 compare with the prices of

labor entering into the construction of a railroad in 1935.

Of course the price of man-hours has increased. * * *

I would say common labor, of course, has just practi-

cally doubled, as between 1914 and 1935. You ask how
about skilled labor. Well, some of the others has in-

creased perceptibly, too, of course. As to how much

—

well, carpenters have increased practically 100% . Steel
workers, of course, about the same, and plumbers have
increased about the same. Our section people have
made—I would not say exactly—practically 100%. * * *

"As I recall it, in 1914 the cost of rails was about
$30, and as I remember it, it is now about $42 or $43.

There isn't as much difference in ties, although that is

a fluctuating—the amount fluctuates with the cost of

timber. I suppose we pay 40 to 50 cents now, and in

those days we got them for 30 to 40, probably. You
ask if the price of frogs and switches would vary
about the same as the price of rails. Well, yes, approxi-
mately, together with the increase in cost per man hour."
(R. 1456-7.)

Defendants' witness, Don W. Stuver, testified that

from 1908 to 1934 he was actively engaged as engineer

or contractor on general construction work, including

railroad construction. That the cost of labor and material

entering into railroad construction was unquestionably

higher in 1934 and 1935 than in the period from 1910 to

1914. That labor rates in 1910 to 1914 were about half

what they were in 1934 and 1935. That material prices

reflect labor prices, because material is made by

labor. That the plant investment in 1910 and 1914 was

a good deal less than similar plant investment in 1934

and 1935. That by 1934 and 1935 there had been con-
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siderable advancements made in construction equipment,

particularly that involved in earth removal, with the

result that the volume moved has been considerably in-

creased on certain kinds of work, but that this increase

has been more than offset by the increased cost of labor,

by labor hours, material and taxes. That in 1934 and

1935 taxes alone amounted to as much as 15% of the

total contractor's cost of the work. That certain parts

or railroad construction such as mountain work has not

been affected by these improvements as much as other

types of work, because in mountain divisions, steam

shovels and trains would still be used as in 1910 and

1914. That according to a standard publication, in 1910

the hourly rate for skilled labor was 52^/2 cents and for

common labor, 17.9 cents, and in 1934 the comparable

hourly rate for skilled labor was $1.09 and common labor,

53.2 cents. That the Engineering News Record construc-

tion index as applied to four factors making up construc-

tion work in general, and as used by the construction

industry as a criterion of construction cost, based on 100

in the year 1913, was 198.1 in 1934, or nearly double the

1913 figure. That these construction indices are based on

four components: structural steel at Pittsburgh, 2500

pounds, cement at Chicago, 6 barrels, lumber at New
York, 600 board measure, and the average common labor

for 20 cities, 200 man hours. (R. 2108-2113.)

The depreciated cost of reproduction at current prices

of plaintiff's operating property in Washington and for

the system is shown by schedule 27-B set forth in the

tax commission's opinion (Defs' Ex. 53, R. 2797), and is

as follows:
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Reproduction cost new at current prices less depreciation.

Land Not Depreciated:

December 31, 1934 December 31, 1935
System Washington System Washington

Road accounts

—

total $388,052,552 $128,298,908 $389,160,007 $128,633,317

Equipment
accounts

—

total 106,098,684 25,688,504 110,958,369 26,560,257

Land 62,248,965 28,423,339 62,246,391 28,424,196

Grand Total... $556,400,201 $182,410,751 $562,364,767 $183,617,770

In explanation of Schedule 27-B (which is the same

as Defendants' Exhibit 39), Mr. Manschreck, the tax

commission's valuation engineer (R. 1617), testified that

the basic figures were taken from the I. C. C. valuation

as of June 30, 1917, i. e., the reproduction cost new for

both system and Washington, and that the additions and

betterments were added, bringing the totals up to De-

cember 31, 1934, and December 31, 1935. That the ad-

ditions and betterments made subsequent to the valu-

ation were reduced on the basis of the indices to the 1914

level. That he took the 1917 I. C. C. valuation, which is

on the basis of the average of 1910 to 1914 prices, and to

that valuation, the net expenditures for additions and

betterments for each year between 1917 and the end of

1935 were added, those expenditures being reduced to

the 1914 level. For instance if an expenditure in 1925

were $140, and the index for that year, compared with

1914 at 100 was 140, he reduced that to $100 for the 1914

price.

Having gotten all the subsequent expenditures down

to the 1914 level, which was 100, the current I. C. C. in-

dices were then applied for the years 1934 and 1935. (R.

1710-13.)
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In the following set-up, the difference between the

tax commission's depreciated reproduction cost figures

and figures claimed by plaintiff (which difference repre-

sents the claimed additional present-day depreciation in

land, structures, etc.), are deducted from the depreciated

reproduction cost at present-day prices, a comparison of

lines "c" and "g" showing that had plaintiff treated the

Road Accounts and Equipment Accounts the same as

the Land Account its figures would have been approxi-

mately the same as those of the commission.
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What would counsel say of the commission's action,

had it used 1914 prices as to the cost items that had de-

clined, and present-day prices as to the cost items which

had increased? Needless to say, such figures would be

wholly valueless. Yet, to get a low figure, plaintiff has

attempted to do the exact reverse, and cries "fraud," when

the commission declined thus to be led astray.

May we quote the following from the commission's

opinion as to its methods and conclusions as to reproduc-

tion cost:

"The cost of reproduction new less depreciation of

the entire system operating property is computed from
the I. C. C.'s final valuation as of June 30, 1917, and based
upon prices of labor and material as of June 30, 1914.

To this are added the net expenditures for additions and
betterments from such valuation date to the end of the

calendar year last preceding the assessment date, de-

preciated at the same percentages used by the I. C. C.

''For the State of Washington: In the same manner,
the cost of reproduction new less depreciation of the com-
pany's operating property (other than equipment) located

in Washington is computed as of said valuation date, to

which are added the depreciated net expenditures for ad-
ditions and betterments from the valuation date. To this

are added Washington's proportion of the cost of repro-
duction new less depreciation of the company's equip-
ment, plus depreciated net expenditures for additions
thereto. Washington's proportion of each kind of equip-
ment (i. e., freight cars, passenger cars, locomotives, etc.)

are determined by apportioning the same to Washington
according to the relative number of miles the particular
kind of equipment was operated within the state and over
the system for the preceding calendar year." (Defs' Ex.
53, R. 2756-7.)

By thus depreciating expenditures for net additions

and betterments at the same rate as found by the I. C. C.

it is apparent that the commission proceeded on the

theory that through such net additions and repairs charge-
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able to operations, plaintiff has maintained its road in the

same condition per cent, as the I. C. C. found in 1917.

(Sharood, R. 994) By "condition per cent." is meant the

relation of the 1917 cost of reproduction new, less de-

preciation, to the 1917 cost of reproduction new. (R. 994.)

That this is not an unreasonable assumption, is

shown by the following from plaintiff's district engineer

(R. 1456), testifying for plaintiff:

"You ask if the condition per cent, of plaintiff's main
line in Washington was not better in 1935 than in 1917,

by reason of this increase in the weight of our rail and
the better ballast. Well, it was better to the extent that

heavier rail and the better ballast and whatever improve-
ment we put into it. You ask if our right-of-way was not
oiled and packed better. Well, by 1917 it had accumu-
lated all the solidification that was needed, I think. You
ask if the per cent condition was not at least as good in

1934 as in 1917. Oh, I think so. You ask if that would
apply to the road in general. Yes, I think so. You ask
if it would apply to the system, too. Well, I am not
familiar with the entire system, but as far as I know it

would." (R. 1458-9.)

There was no evidence to the contrary. Quoting

further from the commission's opinion as to depreciated

replacement cost:

"Following this method (the method hereinabove
explained), we find the cost of reproduction less de-

preciation of the N. P.'s operating property in Washing-
ton other than unappropriated materials and supplies on
hand, to have been as follows: On December 31, 1934:

$156,901,317; and on December 31, 1935: $156,313,054.

(See schedule No. 27.)

"The unappropriated materials and supplies on hand
as of these two dates were respectively $6,054,057 and
$6,088,305. Apportioning these items to Washington on
the basis of relative mileage of track owned and operated,

gives Washington $1,829,937 and $1,824,997 as of the two
respective dates. Adding these figures to the above re-
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production cost figures, we have a total of $158,731,254

as of December 31, 1934, and $158,138,051 as of December
31, 1935. (See schedule No. 27a.)

"The N. P. contends that these figures are too high
by reason of a shrinkage by as much as a third in the.

market value of its operating lands in Washington since

the I. C. C. valuation date. Assuming without conceding
this to be true, yet unquestionably the other elements of

the reproduction cost of the N. P. operating property in

Washington both between 1914 and 1935 and between
1914 and 1936 had increased in an aggregate amount far

beyond the amount of any possible decrease in value of

its lands held for transportation purposes. * * * j^

is significant that at neither its hearing on the reassess-

ments nor at its hearing on the 1937 assessment, did the
N. P. make any effort to show the relative reconstruction
cost of its Washington operating properties as between
the I. C. C.'s valuation date and either 1935, 1936, or
1937. In schedule No. 27b attached, such a comparison
is made with respect to the dates with which we are here
concerned. We find that the reproduction cost new less

depreciation of the N. P.'s operating properties in Wash-
ington was not less than $158,731,254 on December 31,

1934, and was not less than $158,138,051 on December 31,
1935." (Defs' Ex. 53, R. 2768-9.)

Depreciated reproduction cost—correction of Commission's
figures because of certain Washington properties being

classed as operating by I. C. C. but as non-operating by
Tax Commission, and hence locally assessed.

Plaintiff contends that certain of its Washington

lands which were included in, and valued by, the I. C. C.

as part of plaintiff's Washington operating property are

now classed by the Washington taxing authorities as non-

carrier in fact, and are locally assessed and taxed as such.

(See notes to Pars. 4 and 17, Complaint, R. 14, 32; Smith's

Test. R. 997-9.)

The record does not show whether a deduction was

made for these lands in the tax commission's computa-
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tions of the depreciated reproduction cost of plaintiff's

Washington properties. But since it does appear that

such reproduction cost was computed from the I. C. C.

figures, we assume that plaintiff's position is correct and

such deduction was not in fact made, but should be

made. The I. C. C. valuation of these lands is shown in

the record, and we are thus enabled to make the proper

correction, as follows:
1935 1936

Assessment Assessment
Depreciated reproduction cost of plain-

tiff's Washington operating properties

based on I. C. C. figures as found by tax

commission (R. 2768) $158,731,254 $158,138,051

Deduction claimed by reason of local tax-

ation of plaintiff's Washington proper-

ties classed by I. C. C. as operating

property (Plff's Ex. 22, R. 2282) 3,803,102 4,441,445

Depreciated reproduction cost of plain-

tiff's Washington operating properties

with such deductions as claimed by
plaintiff $154,928,152 $153,696,606

These corrected figures will later be used in our re-

statement of the tax commission's computations as to the

market value of plaintiff's Washington operating prop-

erties. (See post pp. 234-6.)

SPECIFICATIONS OF ERROR NOS. 10 AND 11

Depreciated reproduction cost—Court's error in finding same

for Washington and system to be less than found by

Tax Commission.

The tax commission found that for Washington and

the system the depreciated reproduction cost of plaintiff's

operating property based on the I. C. C. cost of reproduc-

tion new at 1914 prices less depreciation plus net addi-

tions and betterments (depreciated by accounts to same

per cent condition as found by the I. C. C.) since the
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valuation date: June 30, 1917, was as follows as of the

end of the calendar year immediately preceding the re-

spective assessments dates (Defs' Ex. 53, R. 2795-6):

1935 1936
Assessment Assessment

System

—

Reproduction cost depreciated $474,065,831 $472,164,615

Unappropriated materials and supplies

on hand 6,054,057 6,088,305

Total $480,119,888 $478,252,920

Washington

—

Reproduction cost depreciated $156,901,317 $156,313,054

Unappropriated materials and supplies

on hand 1,829,937 1,824,997

Total $158,731,254 $158,138,051

For the reasons pointed out under specifications 9

and 9-a (ante pp. 96-106) we respectfully submit that the

court erred in arriving at figures lower than those found

by the commission and in finding that such commission's

figures were reached by arbitrary and erroneous methods.

SPECIFICATIONS OF ERROR NOS. 12 AND 12-a

Non-carrier property deductions—Court's error in basing

same on market value rather than on considerations in-

ducing purchase or sale of plaintiff's stock and bonds.

In considering this specification, we can scarcely do

better than quote the following from the tax commis-

sion's opinion:

''Deductions for non-operating property. Having de-
termined the value of the Company's outstanding stock
and bonds, we have found the stock and bond buyers' and
sellers' conception of the commercial value of the Com-
pany's entire assets. These include, of course, both oper-
ating and non-operating and tax exempt properties. In
order to secure the stock and bond value of the operating
property alone, therefore, we must make certain deduc-
tions by reason of the Company's ownership of these non-
carrier and non-taxable properties.
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"Obviously, the amount deductible as to any par-
ticular item of this non-carrier property is not neces-
sarily its true cash value, for after all, stock and bond
quotations are merely evidence of commercial value, and
do not themselves represent value. In making such de-
ductions we conceive the problem as to each item or
class of non-carrier property to be this: how much more
did the purchasers of stock aiid bonds pay therefor by
reason of the Company's ownership of the particular
item? For instance, how much more did purchasers pay
for the N. P. stock and bonds by reason of the Company's
ownership of its Burlington stock, its Land Grant lands,

etc.? In attempting to answer this question, we must,
in each case determine as nearly as possible the view
point of the ordinary investor in such securities in making
such purchases." (Defs' Ex. 53, R. 2704.)

The tax commission's position is, we submit, abso-

lutely sound. There can be no negative argument that

is even plausible.

This viewpoint is, of course, not inconsistent with

the use of market value as the test in appropriate cases;

for instance, as Mr. Jenner says, when the non-carrier

property consists of liquid assets. (R. 1844.)

The fact is that in making its deductions, the tax

commission used market value as the criterion as to all

stocks and bonds in plaintiff's portfolio, irrespective of

whether they were quoted on the stock exchange.

Court's own figures demonstrate that market value

not the true m,easure of non-carrier property deductions.

The theory of the stock and bond method is this: having

found the price paid for the stock and bonds, deduct the

price paid for the non-carrier property and you have

the price paid for the railway; and conversely, of course,

deduct the price paid for the railway and you have the

price paid for the non-carrier property.
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Now, the district court finds that the non-carrier

property's market value is the proper deduction to find

the price paid for the railway. If this be true, then, of

course, the converse must be equally true that the rail-

way's market value must he the proper deduction to find

the price paid for the non-carrier property. In other

words, if valid, the district court's theory must work both

ways. But does it? Let us see the inconsistency of the

court's own figures when applied, for example, to the

1936 assessment:

Proper deduction for non-carrier property from court's

figures, if market value be the test (1936 assessment):

Total market value of plaintiff's stock and bonds, indi-

cating stock and bond value of entire corporate assets

(R. 808) $319,121,201

Less cash market value of plaintiff's railroad system as

found by court (R. 816) 190,128,168

Indicating a proper value for deduction purposes of non-
carrier property of $128,993,033

As compared with non-carrier deductions actually found

by the court (R. 810) of 161,741,079

Or an unexplainable excess of $32,748,046

Further discussion of this point seems unnecessary,

other than to comment on plaintiff's contention that the

Washington statute makes mandatory the use of this

obviously invalid method of computing non-operating

property deductions. Said the tax commission in this

regard:

"The N. P.'s counsel argue that the deductions made
by the Commission must be measured by the actual cash
value of all the non-operating property owned by the
Company, basing their contention on section 10, chapter
123, Laws of 1935, which provides:

" 'For the purpose of determining the system value
of the operating property of any such company, the com-
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mission shall deduct from the actual cash value of the
total assets of such company, the actual cash value of all

non-operating property owned by such company'." (Defs'

Ex. 53, R. 2704-5.)

May we pause here to consider what statute in fact

controlled as to the reassessment between June and Sep-

tember, 1937. (Defs' Ex. 53, R. 2695, 2776-8.)

It will be noted that section 4, chapter 106, Laws of

1931 (Appendix F, post pp. 260-261), provides that a hear-

ing shall be had at the time and place set forth in the no-

tice of reassessment "and thereafter the tax commission

shall determine, as of the original assessment date, and in

the manner provided by existing law, the cash market

value of the property in question," etc.

The "existing law" at the time of the reassessment

proceedings was the pertinent portions of chapter 123,

Laws of 1935, which are set forth in Appendix H {post

pp. 264-5), and it is this statute therefore, which must be

consulted to determine the statutory duties of tax com-

mission in determining the cash market value of plain-

tiff's property on reassessment.

Pertinent statutes do not require consideration of system

value.

Section 9, chapter 123, Laws of 1935 {post pp. 264-5)

provides:

"In determining the value of the operating property
within this state of any company * * * the commis-
sion may, among other things, take into consideration

the value of the whole system as a unit," etc. (Italics

Ours.)

And then section 10 of the same act provides {post

p. 265):
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"For the purpose of determining the system value

of the operating property of any such company, the com-
mission shall deduct from the actual cash value of the

total assets of such company, the actual cash value of

all non-operating property," etc. (Italics Ours.)

It is to be observed that section 9 does not require

the consideration of system value, but merely provides

that the same may be considered by the commission. On
the other hand, the act in force prior to the 1935 act

seemed to make consideration of system value mandatory,

in that it provided:

"In determining the value of the portion within the
state, the commission shall take into consideration the
value of the entire system," etc. (Rem. Rev. Stat., 11165)
(Italics Ours.)

Considering that the former law above quoted used

the mandatory verb "shall," while the corresponding sec-

tion of the 1935 act uses the permissive verb "may," it

seems plain that the 1935 act leaves it to the sound dis-

cretion of the tax commission whether or not system

value is to be considered.

Then follows section 10 providing how system value

is to be determined. (Post p. 265.)

Construed together, the effect of sections 9 and 10

is plainly this: System value may or may not be con-

sidered by the tax commission, but if given consideration,

the same is to be determined as provided by section 10.

Needless to say, the word "value" as used in sections

9 and 10, was intended to mean cash market value.

In valuing plaintiff's Washington operating prop-

erties on reassessment, the tax commission did not be-

lieve it proper to incur the tremendous expense neces-

sarily involved in determining the cash market value of
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each item of plaintiff's vast assets, but instead believed

it proper to consider only that system value reflected by

stock and bond quotations, a "value" referred to through-

out the commission's opinion as "commercial value" and

which the district court agreed was not "cash market

value" inasmuch as it found the system "market value"

some 20% or more higher than stock and bond value.

As we say, the commission found, not the system

market value, but the system "stock and bond" or "com-

mercial" value, which it then allocated to Washington.

Then, to determine the market value of the Washington

properties, the commission gave 80% weight to such ap-

portioned stock and bond value and 20% weight to the

replacement cost of the Washington properties. This, we

submit, was clearly permissible under the broad and

flexible powers given the commission by the 1935 act.

(Post pp. 264-5.)

In its opinion, the commission then comments as

follows upon the effect of a statute which might require

non-carrier deductions from stock and bond value to be

measured by market value:

"But even as to the 1936 assessment, we do not be-

lieve the legislature intended to hamper the Commis-
sion by artificial rules which might result in an incorrect

tax valuation of the Company's property. But if it in

fact did so, then such statutory method is void and must
be disregarded as necessarily leading to erroneous re-

sults. The first and primary duty of the Commission is

studiously to observe the mandates of the state con-

stitution which requires that 'if the basis of valuation is

the true market value of the property, then that basis

must be applied to all alike.' Pacific Tel. & Tel. Co. v.

Wooster, 178 Wash. 180, 184." (Defs. Ex. 53, R. 2705.)
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And after showing that assessments of other prop-

erty are based on market value, the commission con-

tinues:

"Since the legislature has expressly required that

both public utility operating property and all other tax-

able property be assessed on the basis of its true cash
value, it seems clear that any statutory rule for the guid-
ance of assessing officers which necessarily results in an
incorrect determination of such taxable value, would be
clearly violative of the constitutional requirements as to

uniformity of taxation.

"If a method of assessment be followed by an as-

sessing board which results in an assessment not repre-
senting true market value, the assessment is void. John-
son V. Wells Fargo & Co., 239 U. S. 234. It is plain, of

course, that such erroneous method would be no less

objectionable because sanctioned or required by statute.

"The market quotations of stock and bonds do not
necessarily represent the cash market value of the assets

of the corporation. Such quotations may indicate a
figure either materially higher or materially lower than
the cumulative value of the separate assets. Hence, if

the sole criterion for making deductions for non-oper-
ating or tax-exempt property is its cash market value,
then the same yardstick is not used for making such de-
ductions as in testing the value of the system, and a
fundamentally erroneous result is bound to follow. The
legislature, we are convinced, intended no such uncon-
stitutional result. What it meant, we believe, was that
if reproduction cost be used as the test of system value,
then reproduction cost is the test for deductions. If the
corporate assets be valued according to past earnings,
then past earnings is the test in making deductions; and
if the stock and bond value of the corporate assets be
used, then the amount paid by the stock and bond pur-
chasers for the non-carrier property is to be used as the
test in making such deductions." (Defs' Ex. 53, R. 2706.)

Suppose the legislature had provided as a rule of

valuation that railroad operating property should be

valued for taxation purposes at its historical cost or at

the par value of its stock and bonds, would the tax com-



114

mission have been required to follow such obviously

arbitrary method? Plaintiff of course, would have been

the first to insist that such an invalid rule should be

wholly disregarded in fixing the taxable value of its

property. Is the commission's duty any the less plain

with respect to an obnoxious formula favoring the tax-

payer, than with respect to one necessarily resulting in

an exorbitant valuation?

Taxation is purely a legislative function. The taxes

assessed annually against plaintiff's property result from

the combined action of the legislature, the tax commis-

sion, and the local assessing and collecting officers. Where

illegal discrimination is practiced, it is immaterial

whether it is effected by a single assessing board of

through the action of two or more. Greene v. L. & I. R. R.

Co., 244 U. S. 499, 513; Southern Ry. Co. v. Watts, 260

U. S. 519, 526; Baker v. Druesedow, 263 U. S. 137, 142.

Hence, plaintiff's right to equitable relief could be

predicated no less on the legislature's unlawful act in

prescribing erroneous rules of valuation than on the com-

mission's action in applying them.

The courts do not hesitate to declare void erroneous

statutory rules governing assessment and taxation. See

Wallace v. Hines, 253 U. S. 66; Union Tank Line Co. v.

Wnght, 249 U. S. 275.

What is the tax commission's duty when confronted

with an erroneous statutory rule of valuation? Must it

willy-nilly follow an invalid statutory valuation formula

knowing it will inevitably result in erroneous tax values?

Or is it its duty to carry out the dominant mandates of

the act requiring the determination of assessed value
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according to market value, and ignore all incidental rules

by the application of which erroneous valuation figures

would be reached? The tax commission pursued the

latter course, and, we submit, correctly.

Where the legislature undertakes to compel the as-

sessing board to arrive at the value of property by the

application of arbitrary rules necessarily resulting in un-

equal and excessive valuation, it is the board's duty to

ignore the statute so far as it conflicts with the constitu-

tion and assess the property at its true value in obedience

to the higher mandate of the constitution.

Western Union Tel. Co. v. Omaha, 73 Neb. 527, 103

N. W. 84, 89;

Wells, Fargo & Co.'s Express v. Crawford County,
63 Ark. 576, 590, 40 S. W. 710, 714.

As explained by the commission, to reach a correct

result, it was compelled to apply the same yard-stick in

making deductions for non-carrier property, as in de-

termining the value of the total corporate assets. If stock

and bond quotations are the basis for the latter, it was

the stock and bond purchasers' conception of the value

of deductible non-carrier property which alone could be

used for the former.

SPECIFICATION OF ERROR NO. 12-b

Non-carrier property deductions—Court's error in basing

deductions for plaintiff's stock in other corporations on
assessed valuation of the latter's corporate assets.

On the respective assessment dates, plaintiff owned

all of the stock of the Northwestern Improvement Com-

pany (R. 1202), one-half of the stock and bonds of the

Spokane, Portland & Seattle Railway Company (R. 1204),
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and 40% of the stock of the Northern Pacific Terminal

Company at Portland. (R. 1515.)

Plaintiff offered, and the special master received in

evidence, certain exhibits wherein, by reason of such stock

and bond holdings, deductions were claimed from plain-

tiff's stock and bond market value. See Plff's Ex. 1, p. 3,

item 2 (R. 2227) ; Plff's Exs. 13 and 14 (R. 2273-4) ; and

Plff's Exs. 17, 18 and 19 (R. 2277-9).

Defendants, Lewis county et ah (see ante p. 4),

objected to these exhibits on the ground that such claimed

deductions were based on assessed valuations. (R.

1461-3.)

Notwithstanding said objections, said exhibits were

received in evidence, and the district court based its de-

ductions thereon. (Compare Finding XIII—R. 809-10

—

with said exhibits.)

In basing such deductions on the assessed valuation

of such corporate property notwithstanding such objec-

tions, we submit, the district court violated the well-

established rule that valuations made by public officials

for the purpose of taxation are not relevant to the de-

termination of the market value of the property.

22 C. J. 178, 183-4;

17 A. L. R. 170;

84 A. L. R. 1485;

American State Bank v. Butts, 111 Wash. 612, 614,

191 Pac. 754, 17 A. L. R. 168.

In the case last cited, the court said:

"The testimony of the respondents and their wit-

nesses was that the homestead, in January, 1918, did not

exceed $2,000 in value, and that that was the sum which
the daughter paid. The testimony of the appellant is
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remarkably free from any evidence as to the value, being

confined entirely to the testimony of a deputy county
assessor, who testified that the assessment rolls, presum-
ably for the year 1918, showed that the property had
been assessed for $1,700, and that the ratio fixed by the

state board of equalization for assessment was 38 7/10
per cent of the real value. This was not evidence at all

of the fair market value. The production of assessment
rolls showing the assessed value has been held not to be
any evidence of market value as between parties other

than the owner and the assessing municipality. * * *

(citing numerous cases) * * *

"The assessing officer who had actually made an
assessment might be qualified to testify as to market
value, but the production of the books of the assessor's

office and the testimony of some employee of that office

as to their contents is not competent evidence to estab-

lish the disputed matter of this case.

"There being, therefore, no evidence in the case

showing that the property transferred to the respondent
Dollie E. Fish was in excess of the value of $2,000, it

would be an idle and useless thing to order the property
reconveyed to her parents, even if the testimony should
be clear and convincing that the transfer to her was
fraudulent."

The tax commission was, of course, bound by the

above decision, as was also the district court. Erie R.

Co. V. Tompkins, 304 U. S. 64; Ruhlin v. N. Y. Life Ins. Co.,

304 U. S. 202, 114 A. L. R. 1487.

Under the above rule, the assessed value of plaintiff's

own property for taxation purposes would not be relevant

on the question of the proper deduction to be made for

such property in applying the stock and bond method.

It would quite obviously be even less relevant on the

question of the market value of the stock of a separate

corporation not directly involved in the litigation.
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Plaintiff's counsel will no doubt cite section 7, chapter

123, Laws of 1935, as establishing a different rule. True,

that section provides:

"For the purpose of determining the true cash value
of such property the commission * * * may take
into consideration * * * the assessed valuation of

any and all property of such companies, whether oper-
ating or non-operating property, and whether situated

within or outside the state;" (Post p. 264.)

But this statute it is to be noted, neither directs nor

empowers the commission to give consideration to the

assessed valuation of the property of corporations other

than the one whose operating property is then actually

in process of assessment.

We submit that a statutory rule of evidence directly

opposed to that condemned by the state supreme court

should not, by construction, be extended to a field not

covered by its plain provisions.

Assessed valuations of corporate property, we sub-

mit, are not relevant save in proceedings wherein the

owning company's own property it itself the subject of

valuation for taxation purposes.

SPECIFICATION OF ERROR NO. 12-c

Deductions for Burlington stock—Court's error in setting

aside the Tax Commission's deductions as reached by

erroneous methods and substituting therefor other and

higher figures.

The tax commission computed its deductions for the

Burlington stock by capitalizing at 8% the Burlington's

annual average net corporate income before dividends

for the years 1930 to 1934 as to the 1935 assessment and

for the years 1930 to 1935 as to the 1936 assessment.
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thereby arriving at deduction figures of $56,917,348 for

1935 and $49,296,620 for 1936. (Defs' Ex. 53, R. 2707-

2710.)

Following identically the same method except that

they used a capitalization rate of 6%, the special master

(Master's Report, R. 425), and district court (Finding

XIII, R. 809-10) substituted for the commission's find-

ings, the figures of $75,889,799 for the 1935 assessment,

and $65,728,837 for the 1936 assessment.

In concluding that a capitalization rate of less than

8% could not be chosen, the commission said in its re-

assessment opinion:

"Capitalization rate. In considering these past oper-

ations as a guide to future earnings, what rate would the

Burlington stock purchaser use for capitalization? In

answering this question, we must remember that the

stockholders' interest in the Company's earnings is junior

to that of the security holders. The stockholder is en-

titled to share only in whatever earnings be left after

payment of all fixed charges, and the setting aside of the

amount which the directors choose to plow back in the

property. It is therefore apparent that such stockholder's

investment is far more hazardous than that of investors

in other railroad securities. For this reason, it is well

recognized that purchasers of common stock in a heavily

mortgaged enterprise such as the Burlington are not con-

tent with the modest returns realized by bond holders.

Thus, while six per cent of its entire net earnings would
probably be a proper capitalization rate for measuring
the commercial value of a railroad, so low a rate would
clearly not be sufficient for determining the value of the

stockholders' equity.

"To determine the rate to be used, we should, we be-

lieve, look to the rate of return expected by purchasers of

stock in other railroad companies whose stocks are

active on the exchanges. Looking to the parent road,

the N. P., we find that the average market quotations

indicated a market value of its outstanding stock of
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$85,405,000 in 1934, and $78,671,111 in 1935. We further

find that the N. P.'s average annual net corporate income
after payment of fixed charges for the years 1930 to 1934

inclusive was $5,068,606, and for the years 1930 to 1935

inclusive was $4,295,802, or 8.44% and 9.55% respectively

of the market value of its outstanding stock for the years

1934 and 1935. (See schedule No. 6.) Using another
large road as a test, we find that for the same periods the

Union Pacific's average annual net corporate income after

payment of fixed charges and interest on preferred stock

was 9.609( and 10.34% respectively of the average market
value of its outstanding common stock for the last year
of such periods. (See schedule No. 7.)

"We are therefore of the opinion that in determining
the price which stock and bond purchasers paid for the

N. P.'s Burlington stock in the years 1934 and 1935 the

Burlington's average annual past corporate net earnings

available to stockholders should not be capitalized at a

rate of less than 8%.
"The Burlington's average annual corporate net earn-

ings after payment of fixed charges were $9,371,039 and
$8,116,340 for the periods 1930 to 1934 and 1930 to 1935,

respectively. By capitalizing these respective amounts
at 8%, we find the value of the N. P.'s 48.597c interest in

the Burlington's outstanding stock to be $56,917,348 as of

March 1, 1935, and $49,296,620 as of March 1, 1936. (See
schedule No. 8.)

"Were the Burlington system figure used the in-

dicated deduction would be materially less. (See sched-

ule No. 9.)" (Defs' Ex. 53, R. 2709-2710.)

As already noted, the only fault found by either the

court or special master with the tax commission's method

of computing the Burlington stock value was that the

commission used a capitalization rate of 8% instead of

6% of the Burlington's corporate net earnings before

dividends.

It would seem that the mere statement of the court's

position should suffice to condemn it. After finding 6%
to be a proper capitalization rate for the entire net earn-
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ings of various enterprises including the plaintiff's rail-

road system (Finding XV, R. 813-814), the district court

concluded that the same rate should be used to value the

stockholder's equity in a heavily mortgaged railroad!

Such a conclusion, we submit, is condemned not only

by good common sense, but by the testimony of an ex-

pert called by plaintiff itself. Harry S. Grande testified

on behalf of plaintiff as follows:

"I am president of Grande, Stolle & Company, a

Seattle investment banking firm. * * * j ^^g vice-

president of the First National Company, which is an
affiliate of the First National Bank, in charge of the in-

vestment department. You ask if, in the line of my busi-

ness I am familiar with the values, rates of return and the

factors relating to fixing the market price for securities

as quoted on the various exchanges. That has been part

of my work, yes. I undertake to advise clients as to their

investments. At plaintiff's request I have compiled a

compilation of the market values of the Northern Pacific

Railway securities for a five-year period from 1931 to

1935, inclusive, and 1933 to 1935, inclusive. (R. 956-7.)

"Looking at the total capital account, bonds and
stock together, in view of the fact that the bonds are
selling at this rate of return, you ask at what rate of

return, in my opinion, the entire capital issue would sell

at. Well, in order to maintain the rate reflected by the
market value of the securities represented by the bonds,
and to have a fair margin of protection to justify the con-
tinuance of that rate in good times, and bad, my feeling

would be that the rate of return should be at a minimum
of 25% in excess of this average rate based on the bonds.
It would be approximately 7%. In order to have some-
what of a rate there over what is considered as the estab-
lished margin, a reasonable rate to capitalize the income
would be not less than 7%." (R. 960.)********

"You ask as to the feeling or the general opinion
within the last few years, and ask if confidence has les-

sened in the safety and desirability of the railroads. Very
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appreciably, yes. There is not the desire to purchase rail-

road bonds to even a small percentage of what existed
fifteen years ago. You say you presume that has had its

inevitable consequence that they would demand a higher
rate of return than formerly. Generally speaking that

is true." (R. 961-2.)

On cross-examination, Mr. Grande testified further:

"The first prior lien bonds of any business enterprise

are the most desirable bonds, and that is true of the Nor-
thern Pacific as well as the others. The second lien bonds
would have an added risk, and as you go down to the third

or fourth strata, the risk is greater. The stock is the most
uncertain of all." (R. 1428.)

At plaintiff's hearing before the tax commission on

August 16, 1937, in connection with the matter of plain-

tiff's 1937 valuation, Mr. Peterson testified:

"Mr. Sharpe: If you have a first lien upon the earn-

ings of a railroad for bond purposes, that is, a holders'

first lien, they have a first lien upon the earnings of the
property, do they not?

"A. Yes.

"Q. Those investors are satisfied with 4% or even
less, are they not?

"A. Yes, because of the security.

"Q. The next strata, the owners of the junior mort-
gages, they are subject to that mortgage and would not be
satisfied with such small earnings, the hazard being
greater?

"A. Well, sometimes it works the other way, but,

generally speaking, that is correct, that the hazard is

greater with a junior mortgage.

"Q. Coming to the lower strata, the stockholders,

the hazard is greatest of all, isn't it?

"A. Yes.

"Q. So, with respect to that, you would expect, be-

cause of the hazard, a correspondingly high rate of earn-

ings, of interest?

"A. That is true." (Defs' Ex. 102-A, R. 3169-3170.)
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According to Mr. Grande, then,—and no other expert

testified on the subject—had there been no outstanding

bonds ahead of the Burlington stock, it would not have

sold on a basis of yield of less than 7%. From this it

would most certainly follow that in case of a mortgaged

property such as the Burlington where, as Mr. Grande

said, "the stock is the most uncertain of all," the stock

purchaser would not buy on a history of earnings in ex-

cess of bond requirements of less than an 8% yield. Said

tax commissioner Jenner, when cross-examined on this

point:

"Q. Now, if 6% is the proper rate to capitalize earn-
ings to get a value by the net earnings method, why not
use 6% in capitalizing the Burlington net earnings, in-

stead of 8% that you used?

"A. We were trying to find the value of stock, which
was inferior to the bonds, therefore would require a larger
net earnings to attract a buyer, than would the buyer of

bonds." (R. 1859.)

No fundamentally wrong principle was involved in

the choice of the interest rate to be used in capitalization.

Ill Cent. R. R. Co. v. Greene, 244 U. S. 555, 562. And
certainly no fraud was shown in the commission's choice

of an 8% rate in valuing the Burlington stock for deduc-

tion purposes.

We respectfully submit that in setting aside the tax

commission's Burlington stock deductions, the district

court far over-stepped its legitimate field of inquiry in

reviewing the action of a state assessing board.
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SPECIFICATION OF ERROR NO. 12-d

Deductions for S. P. & S. stock and bonds—Court's error in

setting aside Commission's deductions as fixed by
erroneous methods, and substituting court's figures.

As in the case of the Burhngton stock, the tax com-

mission's deductions were based upon capitaUzed cor-

porate net income before dividends, the capitalization

rate used being 6% because of the N. P.'s interest not

being subject to any mortgage indebtedness. (Defs' Ex.

53, R. 2710-11.)

Strangely enough, the commission's deductions were

set aside as based on fundamentally wrong methods, the

district court substituting therefor the special master's

deductions based on the assessed value of the corporate

assets of the S. P. & S. and its subsidiaries. (Master's

Report, R. 393; Finding XIII, R. 809-10.)

For the 1935 and 1936 assessments the commission's

deductions were $9,123,342 and $10,451,308, and those

found by the district court: $18,313,717 and $17,437,939,

respectively.

With respect to the deductions properly allowable

for S. P. & S. stock and bonds owned by plaintiff, the tax

commission said:

"S. P. & S. stock and bonds. The N. P. and G. N. each
owns a one-half interest in both the stock and bonds of

the S. P. & S. which, in turn, owns all, or substantially all

of the stock of the Oregon Trunk, Oregon Electric and
United Railways. What we have said of the Burlington

stock seems to apply with equal force here, save that

since the N. P.'s interest in the S. P. & S. is not subject to

mortgage indebtedness, we find that a 6% capitalization

rate should be used. Moreover, because the S. P. & S.

virtually owns its subsidaries which are operated sub-
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stantially as branch lines, we have used for capitalization

purposes the corporate net income of the S. P. & S. system
rather than the S. P. & S. alone. Since the N. P.'s interest

is represented by both stock and bonds, we have capital-

ized the corporate net income available for both interest

on funded debt and dividends on stock. In choosing a
test period, we have not gone behind the year 1933 for the
reason that the Company's earnings in 1930 to 1932 reflect

conditions seeemingly abnormal even for that unusual
period, probably due to loss of lumber traffic. Capital-
izing at 6% the average annual corporate net income
available for interest and dividends for the 1933-34 and
1933-35 periods for the 1935 and 1936 assessments re-

spectively, we find the proper deduction to be $9,123,342
for the 1935 assessment and $10,451,308 for the 1936 as-

sessment. Had 1930-34 and 1930-35 been used as the test

periods, the indicated deductions would have been sub-
stantially less. (See schedule No. 10.)

"The N. P. urges that the 100% valuation for tax-

ation purposes should be used for purposes of deduction.
One objection is that the commission cannot lawfully
delegate to the Oregon authorities the function of valuing
property located in Washington. But another and con-
clusive objection is that in determining the deductible
amount, the problem is, as already stated, not necessarily

to find the cash market value of the Company's assets, but
instead to determine the added amount which the N. P.

stock and bond purchasers paid therefor by reason of

the N. P.'s ownership of a one-half interest in the stock
and bonds of the S. P. & S. from an investment standpoint
alone. For example, the assessing board of Washington
in valuing the S. P. & S. operating assets for taxation pur-
poses considered not only the road's past net earnings
and future prospects, but also gave considerable weight
to the reproduction cost of such properties, and we must
assume that the Oregon taxing authorities did the same
in assessing the operating properties of the S. P. & S. in

Oregon and that of the subsidiary companies. For this

reason it seems to the Commission highly improper to

use for deduction purposes, the value of the physical as-

sets fixed for taxation purposes.

"We may add that at the hearing accorded the N. P.
the Company's statistician, E. V. Peterson, confessed his
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inability to suggest a method of determining the market
value of either the Burlington stock or the S. P. & S. stock
and bonds." (Defs' Ex. 53, R. 2710-11.)

The master and district court seemed to think that

because the tax commission had valued the S. P. & S.

Washington operating property for taxation purposes the

commission was in some way estopped from fixing the

deduction for plaintiff's interest in the S. P. & S. stock

and bonds at a figure different from the aggregate assess-

ment in both Washington and Oregon of the physical

assets of the S. P. & S. and its subsidiaries.

May we here note that this is carrying this idea of

valuing stock by physical property assessed valuation at

least one step beyond that applied by the master and dis-

trict court with respect to the Northwestern Improve-

ment Company stock. Here plaintiff owns one-half of

the S. P. & S. stock. The S. P. & S. owns the stock of three

subsidiary companies. In part, at least, the district

court valued plaintiff's S. P. & S. stock by the assessed

valuation, not of the subsidiaries' stock, but of the sub-

sidiaries' corporate assets. (Plff's Ex. 13 and 14, R. 2273-4.)

We have shown the general rule to be that assessed valu-

ation is not relevant to inquiries as to cash market value.

(Ante pp. 116-7.) Here the rule is violated threefold.

But what is most startling is the fact that the court

sets aside as fraudulent and arbitrary the commission's

action in computing the deduction for this S. P. & S.

stock by identically the same method as the court itself

pursued in computing the deduction for the Burlington

stock—capitalizing corporate net income before divi-

dends!
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We cannot believe that the court gave this matter

the mature consideration it deserved. In the first place,

the deduction was for one-half of the S. P. & S. stock,

not its physical property. The utter fallacy of conclud-

ing that the value of this stock was the same as the

market value of the company's physical property is

shown by the court's own findings. As already noted,

the district court found the stock and bond value of the

N. P. system operating property to be $179,635,150 for

1935 and $157,380,122 for 1936 (Finding XIV, R. 812-813),

yet found the cash market value to be $203,923,191 for

1935 and $190,128,168 for 1936. (Finding XVII, R. 815-

816.)

In the 1925-1926 case the district court found the

S. P. & S. system value to be $36,734,269 (1 Fed. Supp.

198), yet in fixing the N. P.'s stock and bond value, the

same court and judge found the proper deduction for

one-half of the S. P. & S. stock and bonds to be only

$7,900,000. (Plff's Ex. 25, R. 2287.)

Again,—with respect to the N. P. Railway System

itself, in the 1925-1926 case the district court found, for

1925, a stock and bond value of $280,980,487 and a cash

market value of $326,061,988 (Plff's Ex. 25, R. 2290),

and for 1926, a stock and bond value of $272,924,951, and

a cash market value of $330,067,606. (Plff's Ex. 25, R.

2291.)

In the face of its own findings, it is most astounding,

we say, that the district court should charge the tax

commission with fraud in failing to use the assessed

valuation of these companies' physical properties as the

basis for its deductions for plaintiff's S. P. & S. stock and

bond holdings.
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There seems to be another convincing reason why

there can be no such estoppel here as the master and dis-

trict court imply. Plaintiff's railway system can have

but one true stock and bond value, and for taxation pur-

poses that value is determined, not alone by Washington,

but by Idaho, Montana, North Dakota and Wisconsin,

whose assessing officers take no part in the assessment

of the S. P. & S. corporate assets. As to these states not

only can there be no estoppel, but, as we have earlier

shown (ante pp. 116-7), such assessed valuation is not

even relevant. Can it be said then, that for taxation pur-

poses in Washington, plaintiff's railway system has one

stock and bond value, and an entirely different stock and

bond value in the four states taking no part in the assess-

ment of the S. P. & S. operating property?

Moreover, the evidence shows that in past years,

plaintiff itself has repeatedly computed the proper deduc-

tion for plaintiff's holdings of S. P. & S. stock and bonds in

identically the same manner as that used by the tax com-

mission. Thus, in 1930, 1931, and 1932, plaintiff sub-

mitted to the tax commission elaborate written state-

ments setting forth its theory of how the commission

should value the N. P. road. In these statements, the de-

ductions properly allowable for plaintiff's S. P. & S. stock

and bond holdings in computing stock and bond value

were computed as follows:

For 1930:

"Deductions account of certain non-operating prop-

erty: * * * 6. Spokane, Portland & Seattle Ry. Co.

Average annual amount of income for 5 years ended Dec.

31, 1929 ($542,185)—capitalized at 6'/c
,

$9,036,417."

(Defs' Ex. 98, R. 1792, 2988.)
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For 1931:

"Deductions a/c certain non-operating property:
* * 6. Spokane, Port. & Seattle Ry. Co. Average

annual amount of income for 5 j^ears ended Dec. 31, 1930

—$507,611—capitalized at 6%, $8,460,183." (Defs' Ex. 99,

R. 1793, 2990.)

For 1932:

"Deductions a/c non-operating property. * * *

3. S. P. & S. Ry. Co. bonds—1931 income $500,000 capi-

talized @ 7% 7,142,857." (Defs' Ex. 54-A, R. 1373, 2813.)

Plaintiff's witness, Peterson, testified that he would

not say that the S. P. & S. stock and bonds were more

valuable in 1936 than in 1930. (R. 1205-6.)

Many reasons at once suggest themselves why the

assessed valuation of the physical property of a railroad

system such as the S. P. & S. has no significance in deter-

mining the market value of its stock and bonds. The

S. P. & S. owns all of the stock and bonds of the Oregon

Trunk and United Railway, and 98% of the stock and

87% of the bonds of the Oregon Electric. (R. 1204-5.)

The Oregon Trunk extends from the Columbia River 150

miles south to Bend, Oregon. The Oregon Electric is a

freight line extending from Portland, to Eugene, Oregon.

The United Railways is 50 miles long extending north-

west from Portland. (R. 2123-4.)

Plaintiff's tax commissioner, McCrary, who testified

in regard to the assessed valuations of the S. P. & S.

physical properties (R. 938-9), admitted that he was not

familiar with the S. P. & S. road, and did not know

whether the S. P. & S. subsidiaries were making or losing

money. (R. 1374.) It does appear from the record, how-

ever, that even during the more prosperous year of 1925
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the Oregon Trunk and Oregon Electric were losing

money. (Tables 4 and 5, Plff's Ex. 86, R. 2508-9.) It seems

that in the present case, plaintiff's counsel carefully

avoided making any showing in this regard.

Now, if, as we have a right to do, we assume that

certain portions of the S. P. & S. system are consistently

doing business at a loss, while other portions are earning

some net, the immateriality of property assessments on

the question of the system stock and bond value becomes

at once apparent. Those segments doing business at a

loss nevertheless constitute property and must be, and

are taxed, although, from an earnings standpoint and

therefore from the standpoint of a stock purchaser, they

are a distinct liability since they eat into and absorb the

net realized by the profitable portions of the system.

Yet, from an earnings standpoint, the stock and bonds

of the system must be valued as a unit. Is it not appar-

ent, then, that the stock and bonds of a railroad system

may have a very low market value, when compared with

the aggregate assessed valuation of the physical prop-

erties composing such system?

Nor need we go outside the record as to the signifi-

cance of such assessed valuations. Plaintiff's witness,

Harry S. Grande, testified that he was president of a Se-

attle investment banking firm and had been vice-presi-

dent of a large bank in Seattle in charge of its investment

department, and was familiar with the factors relating

to fixing of market price for securities as quoted on the

various exchanges. (R. 956-7.) On cross-examination,

Mr. Grande testified:

"You ask what the purchaser of stock considers when
proposing to make a purchase of stock. The factors, gen-
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erally speaking, that enter into the determination of mar-

ket value would be the historical record of earnings, the

possibilities of dividends, and whether or not they were
efficiently operated to a point where there was an amount
available for dividends. You ask if it isn't true that the

purchaser of stock is chiefly interested in the earnings

of the company. Yes, by all means.********
"The assessed valuation of the physical property of

the company might have some remote influence on the

bonds. I will answer it in this way: a building may have
a very high valuation, but not a great deal of income in

order to pay their obligations, and that factor, lack of in-

come, would have a direct influence on the market value

of the obligations that they had outstanding." (R.

1428-30.)

Asked specifically as to the bonds of the S. P. & S.,

Mr. Grande testified:

"The earnings of the property is an important fac-

tor. It is not everything, of course. You ask if the as-

sessed value of the property would influence me in flxing

the value of the bonds. It would have some bearing. I

would not feel that it would have a tremendous bearing,

because it would be a determination of just when those

values were made, and their relationship to earning

power, and factors of that kind." (R. 1430-31.)

Plaintiff's chief witness, E. V. Peterson, testified:

"You ask what it is the stock purchaser takes into

consideration in purchasing stock in a corporation such as

the Northern Pacific. Essentially the earnings of the

company, and secondarily the properties that they own
or control. Earnings is the prime factor for the investor.
* * * You ask if I say that the nonproductive prop-
erty of the corporation is a matter of secondary consid-

eration. Well, it is secondary in the way that the earn-
ings is the most important factor in the determination
of the stock purchaser." (R. 1198-9.)

Plaintiff's tax commissioner, E. A. McCrary, testified:

"You ask if it isn't true that the purchaser of stock

is chiefly interested in the earnings of the company. Yes,

by all means." (R. 1429.)
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Both the master and district court agreed that the

proper method of reaching the proper deductions for

plaintiff's Burlington stock was to capitalize for a rep-

resentative period of years, the past average annual net

corporate income before dividends. (Master's Report,

R. 425-6; Finding XIII, R. 809-810.)

No valid reason, we submit, can be advanced why
the tax commission was actuated by a fraudulent purpose

in using the court's and master's Burlington stock valua-

tion method with respect to the plaintiff's interest in the

S. P. & S. stock and bonds.

SPECIFICATION OF ERROR NO. 12-E

Deduction for Northwestern Improvement Company stock

—

Court's error in setting aside Tax Commission's deduc-

tions as fixed by fundamentally wrong methods, and
substituting its own deductions.

The commission's deductions were $12,000,000 for

1935 and $10,500,000 for 1936 (Defs' Ex. 53, R. 2712),

those of the master and district court, $16,533,333 for 1935

and $15,000,000 for 1936. (Finding XIII, R. 810.)

The N. I. Co. operates large coal properties in Mon-

tana and Washington and has extensive holdings of

various property along plaintiff's line, including lands,

buildings, timber and other resources, and also has secu-

rities of various kinds. For many years, plaintiff has

owned its entire capital stock. (R. 846.)

Said the tax commission with respect to the proper

deduction for this subsidiary's stock:

"Northwestern Improvement Company stock. The
N. P. owns all of the stock of this company, which has



I

133

no outstanding bonds. In 1924 the N. W. I. Co. increased

its capital stock to $24,800,000, a figure which must be
deemed the Company's own estimate of the value of its

assets as of that time. Between 1925 and 1934 inclusive,

and between 1925 and 1935 inclusive, the N. W. I. Co.

reduced its assets in the sums of $14,261,364 and $17,455,-

344 respectively, for during those periods it paid out in

regular and special dividends those amounts in excess of

its aggregate corporate net income. (See schedule No.

11.) These figures are borne out by the reduction of the

book value of securities held by it in other companies
from $21,767,004 in 1930 to $7,327,348 in 1934, and to

$4,470,843 in 1935. (See schedule No. 12.) Thus, since

1929, the parent company has well-nigh milked this sub-

sidiary dry of its liquid assets. If we subtract from the

Company's 1924 capitalization of $24,800,000 the respec-

tive net amounts by which its assets were reduced sub-

sequent thereto and prior to the assessment years, the

indicated value is $10,538,636 for the 1935 assessment and
$7,344,656 for the 1936 assesment. There is nothing be-

fore us to indicate that the Company's assets have appre-

ciated in value subsequent to 1924. Indeed, the opposite

may be fairly assumed since most of its property is unim-
proved lands and one of its important activities is the

production of coal, in 1935 and 1936 an activity without

a promising future by reason of coal being so generally

supplanted by other forms of fuel. From the facts above
recited and many others not here detailed including its

past earnings we find that a liberal—perhaps too liberal

—deduction for the N. W. I. Co. stock is $12,000,000 for the

1935 assessment and $10,500,000 for the 1936 assessment."

(Defs'Ex. 53, R. 2711-12.)

By reason of the great inroads of the parent company

on the liquid assets of the N. I. Co. in 1935 and prior years,

it is not an easy task to check the tax commission's figures

by capitalizing net income. This is indicated by the fol-

lowing figures taken from Schedule 11 of the Commis-

sion's Opinion (Defs' Ex. 53, R. 2786):
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Eocccss of
Total Annual Net Dividends Over

Dividend Corporate j^^^ Corporate
Income Income

1932 $6,592,000 $979,413 $5,612,587

1933 4,992,000 566,937 4,425,063

1934 3,492,000 802,096 2,689,904

1935 3,792,000 598,020 3,193,980

Total $18,868,000 $2,946,466 $15,921,534

It is of course apparent that capitalization of past

income can hardly be deemed a fair test of the value of

the capital stock of a corporation whose income-produc-

ing assets have been depleted by nearly $16,000,000 during

the four years last preceding the valuation date. With-

out proper adjustment, the net income during such a

period, can obviously have little probative value.

However, if we assume the securities thus disposed

of yielded a return as low as 3%, we may perhaps make

adjustments in the income for past years which, with

some semblance of propriety, we may use for capitali-

zation.

From Schedule 12 of the Commission's Opinion

(Defs' Ex. 53, R. 2787) we find that the N. I. Co.'s securi-

ties at the end of the years 1931 to 1935 (and conse-

quently, at the beginning of 1932 to 1936 respectively),

were as follows:

Beginning of Year— Securities Owned

1932 (end of 1931) $16,845,691

1933 (end of 1932) 13,568,568

1934 (end of 1933) 7,304,575

1935 (end of 1934) 7,327,348

1936 (end of 1935) 4,470,843

The securities thus disposed of prior to the assess-

ment years 1935 and 1936, and the income therefrom com-

puted on an assumed basis of 3% would then be as

follows:
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AssessTuent Year 1935

Securities Owned Beginning of
Year Indicated

Year Securities

(a) (b)

1932 $16,845,691

Securities
Owned

Beginning of
Year 1935

(c)

$7,327,348

Securities
Disposed of
During
Period
(b — c)

(d)

Assumed
Income of
3% On

Securities
Disposed of
(d X .03)
(e)

$9,518,343 $285,550

1933 13,568,568 7,327,348 6,241,220 187,237

1934 7,304,575 7,327,348 22,773(R) 683(R)

Total $37,718,834 $21,982,044 $15,736,790

Assessment Year 1936

$472,104

Securities Owned Beginning of
Year Indicated

Year Securities

(a) (b )

1932 $16,845,691

1933 13,568,568

1934 7,304,575

1935 7,327,348

Securities
Owned

Beginning of
Year 1936

(c)

Securities
Disposed of
During
Period
(b — c)

(d)

Assumed
Income of
3% On

Securities
Disposed of
(d X .03)

( e)

$4,470,843 $12,374,848 $371,245

4,470,843 9,097,725 272,932

4,470,843 2,833,732 85,012

4,470,843 2,856,505 85,695

Total .... $45,046,182 $17,883,372 $27,162,810 $814,884

By now capitalizing, for three and four-year periods

respectively, the average annual corporate income less

that assumed to have been realized from the securities

disposed of, we have perhaps a fair indication of the value

of the N. I. Co. stock at the end of the calendar year last

preceding the assessment years 1935 and 1936. Thus:

Year

1932

1933

1934

1935

Net Corporate
Income of
N. I. Co.

(Defs. Ex. 53,
R. 2786)

$979,413

566,937

802,096

$598,020

1935 Assessment
Total 1932-1934 $2,348,446

Less assumed income at 3% on securities sold (see
column "e" next to last table above) 472,104

Income from properties still owned Jan. 1, 1934 $1,876,342

Annual average 1932-1934 625,447

Capitalized at 6% as indicative of value of stock Dec.
31, 1934 10,424,117
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1936 Assessment

Total for 1932-1935 $2,946,466

Less assumed income at 3% on securities sold (see

column "e" last table above) 814,884

Income from properties still owned Jan. 1, 1935 $2,131,582

Annual average 1932-1935 532,896

Capitalized at 6% as indicative of value of stock Dec.

31, 1935 8,881,600

As shown by the footnotes to Finding XIII (R. 810),

the district court's deduction of $16,533,333 for the 1935

assessment was based on capitalization at 6% of the regu-

lar dividends for five-year averages. (R. 2287.)

For plaintiff to use the dividends it allowed itself

from the N. I. Co.'s earnings and capital as a basis for

determining the value of its stock seems perhaps the

flimsiest inmaginable basis for computing such deduc-

tions. Obviously, the proper basis for capitalization was

the corporate net income and not the dividends.

But what makes the results of such calculations ab-

solutely indefensible is the fact that during these two

five-year test periods the assets of the N. I. Co. had ad-

mittedly been depleted by the sums of $16,032,597 and

$20,310,377 respectively, as shown by the following

set-up:
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N. I. Co. Total dividends, total net corporate income,

and excess of dividends over net corporate income paid

for periods, 1930-1934, and 1931-1935. See Defs' Ex. 53,

R. 2786:
Excess of

Total Total Net Dividends
Year Dividends Corporate Over Net
( o.

)

Paid Income Corporate
Income

(b) (c) ("b"— "c")

1930 $992,000 $2,075,800
1931 5,992,000 1,603,157
1932 6,592,000 979,413
1933 4,992.000 566,937
1934 3,492,000 802,096
1935 3,792,000 598,020

Total 1930-1934 . . . $22,060,000 $6,027,403 $16,032,597

Total 1931-1935 . . . $24,860,000 $4,549,623 $20,310,377

The district court, as we say, found deductions for

the N. I. Co. stock of $16,533,333 and $15,000,000, respec-

tively, for the 1935 and 1936 assessments.

In the 1925-1926 case the same court found the proper

deduction to be $16,600,000 for both 1925 and 1926 assess-

ment years (Plff's Ex. 25, R. 2287), basing his figures

on plaintiff's own testimony. See N. P. Ry. Co. v. Adams
County, 1 Fed. Supp. 163, 193.

The evidence shows that between 1925 and 1934 in-

clusive the N. I. Co. paid out $14,261,364 more, and be-

tween 1925 and 1935 inclusive paid out $17,455,344 more

in dividends than the total amount of its corporate net

earnings during those respective periods. (Defs' Ex. 53,

R. 1659-61, 2786.)

In other words, a property which the owner agreed

was worth but $16,600,000 in 1925 has been drained of

$17,455,344 of its assets and was still worth, in the district

court's estimation, $15,000,000 at the end of 1935. This,

we submit, is a modern miracle rivaling that of the

widow's cruse!

We submit that the tax commission's figures were

liberal, and should not be disturbed.
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SPECIFICATIONS OF ERROR NOS. 12-F AND 12-G

Deductions for land grant lands and land contracts—Court's

error in setting aside Commission's deductions as reached

by erroneous methods, and substituting its own deduc-

tions therefor.

The tax commission's deductions of $6,500,000 for

both land grant lands and land contracts for both 1935

and 1936 were based upon its estimate of the present

value of the net amount which plaintiff, in 1917, reported

to the I. C. C. it expected to realize from the sale of these

lands. (Defs' Ex. 53, R. 2714.) The master's and district

court's deductions of $33,942,749 and $31,846,162 respec-

tively for said assessment years 1935 and 1936 were based

on the assessed valuations of the unsold lands raised to

100%, plus the balance unpaid on outstanding land con-

tracts. (Master's Report, R. 394; Finding XIII, R. 809-10)

.

With respect to the proper deduction to be made for

these lands, the district court said in his opinion in the

1925-1926 case:

"The special master, in his table of deductible non-
operating property, placed a value of $11,000,000 on the

company's land grant lands. I find nothing in the record

disclosing how he arrived at this sum. The lands were
valued by the Interstate Commerce Commission as of

June 30, 1917, at $21,000,000, but since this valuation it

appears that some of this land had been sold. Making
deduction for these sales, it is shown that the amount
remaining at the time of the assessment was $19,677,571.

I regard this as the most dependable evidence in the case

with respect to the value of the land grant lands. This
value will be used in deducting nonoperating property."

(N. P. Ry. Co. V. Adams Co., 1 Fed. Supp. 163, 193.)

May we note that plaintiff introduced an exhibit

showing that between January 1, 1917, and January 1,

1935, plaintiff had realized net cash receipts in the sale
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of its land grant lands of $18,727,229. (Plf's Ex. 51, R.

2332.) Deducting this amount from the I. C. C. valuation

of June 30, 1917, of $21,000,000 referred to by the district

court, we would have a value in 1935 of about $2,275,000.

It is also significant that plaintiff's tax commissioner,

McCrary, conceded that since 1917, these land grant

lands had decreased in value at least 33ys%. (R. 1386-7;

Defs' Ex. 102-A, R. 3185.) This being true, should not the

district court's figure of $19,677,000 in the earlier case,

if for no other reason, be reduced to not to exceed around

$13,128,000?

May we say that in the 1925-1926 case the district

court undoubtedly had a plausible and reasonable theory

as to the method to be followed in arriving at the proper

deduction for these land grant lands. The trouble was

(1) it did not have before it the I. C. C.'s final valuation

of plaintiff's properties which was not made until May 17,

1929 (25 I. C. C. Valuation Reports, p. 397), and (2) it

apparently made no allowance for taxes and administra-

tion expenses pending sale, or for the present value of

the cash thereafter realizable from sales. Doubtlessly

the special master in the 1925-1926 case, in reaching a

deduction of $11,000,000 did take into consideration at

least some of these matters.

The fact is that in its 1917 valuation report, the

I. C. C. found that plaintiff had estimated the net proceeds

it would receive from its acreage unsold on June 30,

1917, at $11,867,889. (See Defs' Ex. 53, Scheds. 14 and

15, R. 2787-8.)

The value at which plaintiff had its land grant lands

entered in its books for the years 1934 and 1935 were the
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sum of $9,160,991 for the year 1934 and $9,175,302 for the

year 1935. (R. 1718-1720.)

This court now has before it, then, the following esti-

mates of the proper deduction for these land grant lands:

(a) Master in 1925-1926 case $11,000,000

(b) District court in 1925-1926 case 19,677,571

(c) Deduction of district court in 1925-1926 case reduced
by 33% % 13,128,000

(d) Deduction of master and district court in present case
based on assessed valuation 33,942,749

(e) Plaintiff's book value 9,175,000

(f) Deduction allowed by tax commission 6,500,000

Confronted with such an astounding divergence of

opinion, the court will now be interested in the follow-

ing quoted from the tax commission's opinion:

"Land Grant Lands. On each of the assessment dates

the N. P. owned something over 6,000,000 acres of unim-
proved lands received from the United States govern-

ment as part of its land grant. These lands are scattered

throughout the various states in which the Company op-

erates. The N. P.'s counsel urges that the proper figure

for deduction purposes is the aggregate assessed valua-

tions (raised to full value) placed upon these lands by
local assessing officers. * * * The value found by
the assessing officers quite obviously does not represent

the value of these lands either to the N. P. or its security

holders. The assessed valuation is based upon the land's

most profitable potential use. If most valuable for agri-

culture, the value of the land is determined by its poten-

tial uses for that purpose. The same is true as to mineral
lands, timber lands, grazing lands, etc. But the N. P.

profits by none of these potential uses save as they affect

the purchase price it ultimately receives therefor. Hence,

the added amount paid in the aggregate for the N. P.'s

stock and bonds by reason of the Company's ownership
of these lands must be measured solely with reference

to the present value of the anticipated sales price less

cost of sale, taxes and other expenses. Thus, if none of

the lands were sold for fifty years, and the taxes averaged

2% of the amount for which assessed, their present value

to the N. P. would be nil, however high or low their pres-

ent assessed valuation.
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"The position of the N. P. with regard to these lands
is not unlike that of a merchant with a large stock of mis-
cellaneous items of merchandise, some perhaps readily

salable, but others for which there is little if any demand,
but on all of which, until sold, such merchant is required
to pay the taxes. It is plain, of course, that the aggregate
assessed valuation of the various items of merchandise
at any given time would not represent the value thereof
either to such merchant or to its stock or bond holders,

if a corporation.

"If we accept as correct the Company's own estimates
of its anticipated net proceeds from these Land Grant
lands made to the I. C. C. as of 1917 and assume that its

present holdings will be disposed of in the course of 25
years, their value to the Company and consequently to

its stock and bond holders would be $6,233,395 as of

March, 1935, and $6,239,735 as of March, 1936.) See
Schedules Nos. 14, 15, and 15a.)

"It was conceded by the N. P.'s witness, E. A. Mc-
Crary, at the hearing on the 1937 assessment that be-
tween 1917 and the 1935 and 1936 assessment dates these
Land Grant lands decreased in value by at least a third,

a fact of which we take notice aside from Mr. McCrary's
statement. However, by reason of the contention made
that these lands contain extensive undeveloped oil and
mineral deposits, and other matters we have considered
not here set forth, we find that the proper deduction
therefor should be $6,500,000 for each assessment year."
(Defs' Ex. 53, R. 2712-14.)

As recited in the Commission's Opinion, Mr. Mc-

Crary testified on August 16, 1937, at a hearing before the

tax commission in connection with the 1937 assessment

that he thought the land grant lands had decreased in

value 331/3% since 1917. (Defs' Ex. 102-A, R. 3185.)

It is significant that plaintiff introduced no evidence

as to the probable length of time necessary for the dis-

posal of its land grant lands. Mr. McCrary said he had



142

no idea how long it would take plaintiff to dispose of those

lands in the normal course of sales. (R. 1370.)

Mr. Manschreck, the tax commission's valuation en-

gineer (R. 1617), testified that at the rate of sale between

1917 and 1935, it would take 180 years to dispose of the

remaining lands. (R. 1672.)

It would seem, then, that the tax commission was

rather optimistic in assuming that the slate would be

cleaned in only 25 years!

As to the character of the lands remaining, it is per-

haps significant that in the period between May, 1872,

and June 30, 1917, plaintiff had sold off 34,330,467 acres

of its land grant lands, the unsold portion on June 30,

1917, being approximately 5,800,000 acres. (25 I. C. C.

Valuation Reports, p. 580.) From this it may well be

assumed that on the whole, only the less desirable lands

remain unsold. In this connection, Mr. McCrary testified:

"You ask if the most salable property was sold first.

Well, if you mean by 'most salable' that which was most
in demand by buyers, that is true. We have most of the

land to-day that we had in 1917. Sales have been very
sparse in recent years." (R. 1386.)

Plaintiff's counsel made much of a showing con-

tained in one of their exhibits (Plff's Ex. 51, R. 2332)

that between 1917 and 1935, inclusive, plaintiff's net cash

receipts were $18,727,229, as did also the master. (R.

399.) But the trouble is that practically the whole of this

sum represented deferred payments on sales made prior

to June 30, 1917.

Thus, following a statement respecting plaintiff's

land grant lands as of June 30, 1917, showing sales aggre-

gating $37,197,261.04 between 1872 and 1896, and $72,-
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453,184.73 between 1896 and June 30, 1917, the I. C. C.

says in its valuation report:

"The amounts of $37,197,261.04 and $72,453,184.73

shown above include $18,062,210.79 representing deferred

payments outstanding June 30, 1917." (25 I. C. C. Valua-
tion Reports, p. 580.)

If then, we assume the payment in full of these de-

ferred payments of $18,062,210 outstanding on June 30,

1917, such payments (together with interest) would more

than account for the entire sum of $18,727,229 which

plaintiff claims it has reahzed in net cash receipts since

June 30, 1917! In other words, plaintiff has in truth and

in fact realized no net whatever from its sales of land

grant lands made subsequent to June 30, 1917!

Value of land grant lands on basis of past income.

The fact is, of course, that the deduction for these

land grant lands should properly be based, not on the

aggregate assessed valuation of the separate tracts, real-

izable, if at all, only at some indefinite future time; but

rather upon their value to plaintiff, taken as a whole.

The stock and bond buyer is buying an interest in the

N. P., not in these individual tracts of land. In other

words, such stock and bond buyer is buying an interest

in a land business conducted by plaintiff, and it is the

cash market value of such land business which truly rep-

resents the deduction properly allowable by reason of

these land grant lands.

What, then, was plaintiff's land business worth in

cash on the respective assessment dates? The only tan-

gible evidence the court has before it is plaintiff's past

earnings from its land business, and it is to such earnings

we will now look for guidance.
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Earnings from sales subsequent to June 30, 1917.

Since we have before us the deferred payments on

land contracts both on June 30, 1917, and at the end of

both 1934 and 1935, and since plaintiff asked the master

and district court to treat, and they did so treat, these

contracts as the equivalent of cash, we will do the same

in making our computations for the enlightenment of this

court. We are not informed as to the net cash receipts

for the last six months of 1917 but do know that the same

were $4,256,559.25 for the entire year 1917. (Plff's Ex.

87, R. 2604.) To avoid any question, then, we will indulge

in the very violent assumption in plaintiff's favor, that

this entire amount was realized during the last six

months of 1917. We have, then, the following figures:

Period June Period June
30. 1917, to 30, 1917, to
Jan. 1,1935 Jan. 1,1936

(a) Total net cash receipts (Plfif's Ex.

51, R. 2332; Plfif's Ex. 87, R. 2604) $18,727,229 $18,926,294

(b) Unpaid deferred payments on con-

tracts outstanding at end of said

respective periods (Plfif's Exs. 15

and 16, R. 2275-6) 2,638,010 2,153,419

(c) Total of net cash receipts plus ex-

isting balance unpaid on land

contractcs ("a" + "b") $21,365,239 $21,079,713

(d) Less deferred payments on land

contracts made prior to June 30,

1917 (25 I. C. C. Val. Rep. p. 580) . 18,062,210 18,062,210

(e) Net cash receipts from land grant

lands sold subsequent to June 30,

1917 (treating land contracts as

cash) $3,303,029 $3,017,503

(f) Years in said respective periods .

.

17 V2 18%

(g) Annual average net cash receipts

from lands sold subsequent to

June 30, 1917 ("e" h- "f") $188,745 $163,109

(h) Such annual averages capitalized

at 6% 3,145,750 2,718,483
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We recognize, of course, that the foregoing set-up

does not show a wholly accurate picture, in that it as-

sumes that all contracts outstanding on June 30, 1917,

were paid out. Yet despite its acknowledged defects,

it at least shows that plaintiff's net cash receipts from

sales subsequent to 1917 have not been impressive.

Capitalized net cash receipts for 14 and 15 year periods.

We will now show the cash market value of plaintiff's

land business as indicated by capitalizing its average an-

nual net cash receipts for 14 and 15 years respectively,

as shown in the record. (Plff's Ex. 87, R. 2604.) We have

chosen this period because it begins with 1921 when we
may fairly assume the results of plaintiff's land depart-

ment operations had ceased to be so greatly affected by

pre-war land contracts, and because it covers what ap-

pears to be a cycle in plaintiff's land sales. Another rea-

son is that if plaintiff's system freight revenue is a guide,

1921 was the least prosperous year between 1918 and

1929. (See Plff's Ex. 38, R. 2318.) We have thus taken

a period beginning with the low spot of 1921 and passing

through the more prosperous era ending in 1930, and then

through the ensuing depression years. It will be noted

that during this 15-year period plaintiff's net cash re-

ceipts from its land business fell below the annual aver-

age in seven, and exceeded the annual average in eight

of these 15 years so chosen. From plaintiff's standpoint,

we hardly see how a more favorable period could, within

reason, be chosen. The figures used were supplied by

plaintiff (Plff's Ex. 87, R. 2604), and are as follows:
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Value of land grant lands indicated by capitalizing past
annual average net cash receipts.

Cash Net Receipts
^ from Plaintiff's
'ear Land Depart-

ment (Plff's Ex. 87,
R. 2604)

1921 $550,367.87
1922 587,820.61
1923 858,538.55
1924 1,558,771.62
1925 579,437.60
1926 595,177.58
1927 361,958.26
1928 962,490.93
1929 621,017.86
1930 431,329.65
1931 56,862.86

1932 296,253.79(red)
1933 223,794.03 (red)

1934 3,508.24

Total 1921-1934 $6,647,233.81

1935 199,064.97

Total 1921-1935 $6,846,298.78

1935 Assessment
Total 1921-1934 $6,647,233.81

Annual average, 1921-1934 474,802.42

Annual average capitalized at 6% 7,913,373.67

Annual average capitalized at 7% 6,782,891.71

Annual average capitalized at 8% 5,935,030.25

1936 Assessment
Total 1921-1935 $6,846,298.78

Annual average, 1921-1935 456,419.92

Annual average capitalized at 6% 7,606,998.67

Annual average capitalized at 7% 6,520,284.57

Annual average capitalized at 8% 5,705,249.00

Deficit for five years, 1930-1934 (Plff's Ex. 51,

R. 2332) 28,347.00

Deficit for five years, 1931-1935 (same reference) . 260,612.00

Tax Commission's deduction $6,500,000.00

With such a history of earnings, we hardly think

capital could be interested in such an enterprise on a

basis of less than 8%. But if this be thought too high,

the tax commission's deductions are approximately sup-

ported by a 7% yield.
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But whatever yield the court believes proper, this

method of arriving at the true value to plaintiff of its

land grant lands is the most convincing which the res-

ord affords, or indeed could be furnished.

In determining the proper capitalization rate it must

always be borne in mind, of course, that the unsold acre-

age is gradually diminishing, and the income from sales

will ultimately wholly cease.

Deferred payments on land contracts—no further deduction

proper as to.

The district court found a deduction by reason of

amounts unpaid on contracts of sale of land grant lands,

of $2,638,010 for the 1935 assessment, and $2,153,419 for

the 1936 assessment. (Finding XIII, R. 809-810.)

We have shown that the proper method of determin-

ing the proper deduction for the land grant lands is to

capitalize plaintiff's net earnings therefrom as just ex-

plained. Now, the figure reached by this method is in-

tended to reveal the value to be realized from the future

operations, as reflected by the past operations, of plain-

tiff's land business. Hence, since the future payments

on these outstanding land contracts constitute a part of

the net earnings from a land business whose value for

deduction purposes has already been determined by

capitalizing its past net earnings, it is apparent that to

make a further deduction by reason of these contracts

would amount to a dual deduction.

This would be equally true of the results reached

by the commission's method of determining the land

grant lands deduction.
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We submit that the value to plaintiff of the land

grant lands as indicated by capitalizing plaintiff's past

average annual net cash receipts therefrom constitutes

the full amount which should properly be deducted from

plaintiff's stock and bond values by reason of both the

land grant lands and the outstanding contracts of sale

of such lands.

SPECIFICATION OF ERROR NO. 12-H

Deductions for Miscellaneous physical property—Court's

error in setting aside Tax Commission's deductions as

reached by erroneous methods and substituting its own
deductions therefor.

The tax commission found the proper deductions

for the 1935 and 1936 assessments to be $8,788,562 and

$8,426,337, respectively, reaching these figures by capi-

talizing the net income therefrom at 8%. (Defs' Ex. 53,

R. 2714-15.)

Plaintiff claimed a deduction for the 1935 assessment

of $10,318,811 based on its assessed valaution raised to

100%, and for the 1936 assessment of $9,500,434 based

on the capitalization of income for five years at 6% (Plff's

Ex. 1, R. 2227), and this is the deduction found by the

district court under the head of "Non-operating lands

and improvements thereon." (Finding XIII, R. 809-810.)

Plaintiff's miscellaneous physical properties other

than land grant lands are varied in character, the most

valuable being property in the large terminal cities. In

the east it consists mostly of waterfront property on Lake

Superior, and property in the Twin Cities. In Washing-

ton the most valuable is waterfront property in Seattle
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and Tacoma, and industrial sites in Yakima and Spokane.

(McCrary, R. 932.)

With respect to these lands, the tax commission said:

"Miscellaneous physical properties. The annual gross

receipts from rentals under accounts 510, 511 and 519

without deducting taxes or expenses for the three-year

period ending in 1934 were $703,085 and for the period

ending in 1935 were $674,107. Some of the rented prop-

erties are improved, other rentals are from ground leases.

The rental agreements are mostly for short terms and
are subject to revocation at the pleasure of the lessor.

In some, but not in all, cases the tenant pays the taxes

in addition to the rental reserved. Under all the cir-

cumstances we believe that a capitalization rate of less

than 8% for the purpose of ascertaining the deduction
to be made for this type of property would not be justi-

fied. Capitalization at 8% yields a figure of $8,788,562

for the 1935 assessment, and $8,426,337 for the 1936 as-

sessment, which we find to be the proper deductible

amounts. (See schedule No. 17.)" (Defs' Ex. 53, R.

2714-15.)

As to the commission's reason for using a capitaliza-

tion rate of S%, Mr. Manschreck, the commission's valua-

tion engineer, testified that ordinarily properties of this

character are not rented by private owners at a rate of

6%; that the ordinary rate of return—the gross—is based

on 1% a month, or 12% a year, to take care of a rate of

return, taxes, and expenses incident to the ownership

of the property, and for that reason the gross was capi-

talized at 8%. (R. 1680-1681.)

Plaintiff's land commissioner, McCrary, objected to

the use of a capitalization rate of 8% and insisted 6%
should have been used. (R. 1312-1314.)

Plaintiff introduced no evidence either as to the

amount of taxes it paid on this class of property, or the

expenses incident to its administration. Had these ex-



150

penses been shown and the amount deducted from the

income received from such properties, a proper capitali-

zation rate as to the balance would no doubt have been

6%. These figures were available to plaintiff but not

to the commission. In the absence of a showing of this

kind to the commission, or even to the court, it certainly

rested in the sound discretion of the commission to choose

a capitalization rate of 8^. Ill Cent. R. R. Co. v. Greene,

244 U. S. 555, 562.

The propriety of basing these deductions on capital-

ized income rather than assessed value has been ex-

plained in our discussion of the deductions claimed for

land grant lands. (Ante pp. 143-7.)

SPECIFICATION OF ERROR NO. 12-1

Deductions for Miscellaneous treasury securities—Court's

error in setting aside Tax Commission's deductions as

reached by erroneous methods and substituting its own
deductions therefor.

This item of non-carrier property consists of funded

and unfunded securities, but not including the Burling-

ton, S. P. & S. or N. I. Co. stock. (R. 850-851.)

The tax commission said as to these miscellaneous

securities:

"Miscellaneous stocks, securities and accounts. The
dividends and interest from this type of credits are re-

ported under accounts 513 and 514. After deducting

dividends received from the Burlington and N. W. I. Co.

stock and interest on S. P. & S. bonds (these properties

having been separately valued) the three-year average

of the annual receipts from these accounts is shown to

be $135,739 for the period ending with 1934, and $80,858

for the period ending with 1935. Capitalizing these

amounts at 6%, we find the proper deduction to be:
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$2,262,317 for the 1935 assessment and $1,347,633 for the

1936 assessment. (See schedule No. 18.)" (Defs' Ex.

53, R. 2715.)

The deductions claimed by plaintiff are thus ex-

plained in its exhibit (Plff's Ex. 1, R. 2228):

"9. Miscellaneous treasury securities

Accts. 513 Dividend income
514 Income from funded securities

515 Income from unfunded securities and
acounts.

Average for 5 years * * * capitalized at

6%—1935 Assessment: $3,527,666,

1936 Assessment: $2,795,399."

These are the deductions found by the district court.

(Finding XIII, R. 809-810.)

It will be observed that plaintiff and the commis-

sion use the same capitalization rate, the only difference

being in the amount capitalized. Plaintiff used a 5-year

average, the commission a 3-year average. The other

difference is that plaintiff included in the amount capi-

talized, Account 515 "Income from unfunded securities

and accounts," which was not included by the commis-

sion for the reason thus explained by Mr. Manschreck,

its valuation engineer:

"Account No. 515, as defined by the Interstate Com-
merce Commission, contains the income from unfunded
securities and accounts, and reads as follows:

" This account shall include interest on unfunded
securities, notes, and other evidences of indebtedness
payable on demand or having dates of maturity one year
or less from the date of issue, interest on matured funded
securities of other companies, interest on bank balances

and on open acounts, and other analogous items, includ-

ing discount on short-term notes. * * * '

"So the reason of the deduction there was that it

was not considered as income from outstanding secu-
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rities or short-term obligations, probably most of which
was interest on cash, bank balances." (R. 1681-2.)

We are not informed as to whether the income in-

cluded in Account 515 was derived from plaintiff's rail-

way operations, or its non-carrier activities. Without

further explanation of the sources of such revenue, the

commission, we submit, cannot be criticized for its omis-

sion in reaching its deductions for this class of credits.

Nor can the commission hardly be charged with fraud

for the use of a three-year, rather than a five-year, test

period.

SPECIFICATION OF ERROR NO. 12-J

Deduction for non-taxable cash—Court's error in setting

aside Tax Commission's deduction for 1936 as reached

by erroneous methods, and substituting its own deduc-

tion therefor.

The tax commission based its deduction for cash on

the average of the amounts on hand at the beginning and

end of the calendar year preceding the assessment date,

which amounts were $6,560,115 and $8,307,996 respec-

tively for the 1935 and 1936 assessments. (See Defs' Ex.

53, R. 2715; and Sched. 19, R. 2792.) The district court

found the amount properly deductible to be the amount

on hand at the close of the calendar year preceding the

assessment year involved, which amounts were $6,078,680

and $10,537,312 for the assessment years 1935 and 1936,

respectively. (Finding XIII, R. 809-810.)

We submit that the court's finding is illogical and

unsound. The sales from which the average market value

of the stock and bonds is determined were made through-

out the year, not all at the end of the calendar year. It
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is fairly to be presumed that the amount of cash on hand

at the time of the sale directly affected the price for which

each particular block of stock or bonds was sold during

the year. What amount should be deducted for cash on

hand should therefore be averaged over the year, just as

the year's average of stock and bond sales is taken. If

the company had no cash on hand during the year until

the last day, obviously no deduction whatever should

be made as to any sale made when there was no cash

balance, for, in such case, the stock and bond purchaser

could not have based any part of the purchase price upon

cash which the company did not have.

If deductible at all, the cash on hand for such deduc-

tion purposes should thus be averaged over the same

period used as a test period for stock and bond quota-

tions.

Not having these figures available, the tax commis-

sion used the average cash on hand for the calendar year

1935, and no prejudice is shown by reason of failing to

use the average for the year ending with February. As

a matter of fact, the average by months should have been

used, and this was shown to be $8,104,069. (Plff's Ex. 1,

p. 9, R. 2232-3.)

It seems incredible that a finding of fraudulently

erroneous methods could be fashioned of so fiimsy a tex-

ture as this!

Cash on hand, operating property, and hence not de-

ductible as non-carrier property. It was not shown that

plaintiff's cash balances were in excess of that necessary

for the conduct of its railroad business. Hence, the court

will presume that all of such cash on hand constituted
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operating property. Atchison, T. & S. F. Ry. Co. v. Sul-

livan (C. C. A.), 173 Fed. 456, 465-6; Chicago I. & L. Ry.

Co. V. Lewis, 12 Fed. (2d) 802, 806; Illinois Central R. R.

Co. V. Greene, 244 U. S. 555.

Cash on hand was held by the tax commission to be

deductible, not because it was non-carrier property but

because in Washington, cash is exempt from taxation.

(Defs' Ex. 53, R. 2715.) This being true, it would seem

that instead of adding plaintiff's cash on hand to the de-

ductions for non-carrier property, the commission should

have deducted plaintiff's cash on hand in the state of

Washington from the market value of plaintiff's Wash-

ington operating property found by the commission,

since it was the cash in Washington that was exempt

—

not that located in other states.

Plaintiff's average bank balances in Washington

banks was $687,974 for 1934 and $668,601 for 1935. (Plff's

Ex. 1, p. 9, R. 2232-3.) If, instead of adding plaintiff's

total cash on hand to non-carrier property deductions,

the commission had deducted these average bank bal-

ances in Washington banks from the cash market value

it found for plaintiff's Washington operating property,

the respective Washington values found by the commis-

sion for the 1935 and 1936 assessments would have been

increased in the respective sums of $1,121,043 and $1,585,-

857 (Defs' Ex. 21-A, R. 2666), as shown by the testimony

of Mr. Manschreck. (R. 1683-4.)

Plaintiff, we submit, had no valid complaint with

respect to the commission's deductions for cash on hand.
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SPECIFICATION OF ERROR NO. 12-K

PlaintiflE's stock in Northern Pacific Terminal Company

—

Court's error in finding same to be non-carrier property.

The district court found a deduction for the 1936

assessment of $3,076,619 for plaintiff's stock holdings in

the Northern Pacific Terminal Company on the theory

that the same was non-carrier property. (Finding XIII,

R. 809-810.) In so doing, the court was clearly in error.

In disallowing this deduction, the commission said:

"Northern Pacific Terminal Co. stock. This stock

should be treated merely as a muniment of the N. P.'s

title to an undivided interest in one of its important ter-

minal properties and is just as truly essential to its rail-

way operations as any of its other terminal properties.

The stock is therefore not a deductible item." (Defs' Ex.

53, R. 2715.)

E. A. McCrary, plaintiff's tax commissioner (R. 915),

testified that such company is a terminal company owned

by the N. P., the Southern Pacific and Union Pacific, and

operates the Union Station and appurtenant passenger

terminals in Portland, Oregon. That it has downtown

freight terminals near the Union Station and also rather

extensive terminals north a few miles. (R. 942-3.)

Plaintiff's witness, E. V. Peterson, testified that the

stock of this terminal company is owned, 40% each by

the N. P. and Southern Pacific, and 20% by the Union

Pacific. That the terminal company is run the same as

any other terminal company, i. e., the expenses, includ-

ing taxes, are divided among the owning lines on the

basis of use, very much like joint facilities. Any reve-

nue accruing to the terminal company by reason of out-

side service, such as switching, would also revert to the
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owning companies and would be credited to revenue ac-

count 151. There is no apportionment to the stockhold-

ers, because it is a non-profit situation. The expenses are

assumed by the owning companies, and whatever reve-

nue is realized, goes to the owning companies. It is not

handled as the ordinary stock proposition is. (R. 1515-

1516.)

The exact question was decided adversely to the dis-

trict court's finding in State v. St. Paul Union Depot Co.,

42 Minn. 142, 43 N. W. 840, 6 L. R. A. 234, where the facts

were these: In Minnesota, all railway companies pay

to the state a percentage of their gross earnings in lieu

of taxes on all property held and used by them for rail-

way purposes. The St. Paul Union Depot Company was

a terminal company whose stock was owned, and its fa-

cihties used, by certain railway companies whose gross

revenues were taxable as above indicated. The state

attempted to impose a similar gross earnings tax upon

the Union Depot Company, which objected on the ground

of double taxation, it being claimed that the facilities of

the Union Depot Company constituted property held and

used by the stockholder railroad companies for railway

purposes, the tax on which had been paid in full when

such stockholder companies paid their gross earnings tax

to the state. With this contention the court agreed. To

quote a short excerpt from the court's well-reasoned

opinion (43 N. W. 841-2)

:

"It is evident from this statement of facts that the

sole and only function performed by the defendant cor-

poration is to furnish, at cost, a union depot and terminal
facilities for the common use of these different railway
companies, and that the scheme of forming a corporation

for that purpose, and issuing stock, is but a more con-
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venient and economical method of holding the property
and managing the business than it would be to hold and
manage it as tenants in common. * * *. Or take an-

other view of the case. The stock of the Union Depot
Company represents and is the exact equivalent of all the
property of that corporation. It is held by the railway
companies, under legislative authority, for railroad uses,

as fully as would be the depot itself if held by them as

tenants in common. Hence payment of the required per-

centage on the gross earnings of the companies consti-

tutes payment of taxes on this stock, and consequently
on the property which it represents, and to tax the stock
in the hands of the stockholders, and then tax the prop-
erty which it represents against the corporation, would
clearly be illegal or double taxation."

The courts, in situations where one corporation is

subsidiary to and owned and controlled by another, look

through mere names to learn the real relationship be-

tween the corporations, and if there is practical identity,

will disregard the mere formal separation into legal en-

tities. Lehigh Valley R. Co. v. Dupont, 128 Fed. 840;

Bishop V. U. S., 16 Fed. (2d) 410; Wahash Ry. Co. v.

American Refrigerator Transit Co., 7 Fed. (2d) 335, 343;

Boston & M. R. R. v. Card, 7 Fed. (2d) 428, 434-5; The

Willem Van Driel, Sr., 252 Fed. 35 (all the above C. C. A.

cases); U. S. v. Lehigh Valley R. Co., 254 U. S. 255; Mc-

Caskill Co. v. U. S., 216 U. S. 504, 515; Southern Pac. Ter-

minal Co. V. L C. C, 219 U. S. 498; and C. M. & St. P. Ry.

V. Minnesota Civic & Commerce Assn., 247 U. S. 490.

The case last cited, although it relates to rate-making,

is, in principle, closely in point, since it involves the joint

ownership by two corporations of the capital stock of a

third. The Minneapolis Eastern Railway Company (Re-

ferred to in the opinion as the "Eastern Company"), a

Minnesota corporation, was organized by a group of mill-
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owners for the purpose of building a railroad from Min-

neapolis to St. Paul. Before the right-of-way was ac-

quired, two railroad companies, through stock ownership,

secured control of the corporation, elected a board of di-

rectors and took charge of the corporation's affairs. The

Eastern Company, after its organization, entered into a

contract with the stockholder railroads by which its con-

trol and operation vested in them. Tariffs were filed with

the I. C. C, and an attempt made to impose a freight

charge as an independent railroad company, for switch-

ing over its limited tracks. The question before the court

was whether the Eastern Company was an independent

corporation. The court held that this company's techni-

cal corporate individuality, and its technical ownership

of the tracks, did not entitle it to be treated as an inde-

pendent carrier, and that the order of the state commis-

sion forbidding it to make a separate switching charge in

addition to its line haul rates did not deprive it or the

parent companies of property without compensation or

due process of law. In so holding the court said (p. 498)

:

"With the facts thus summarized, it is difficult to

conceive of a plan for the control of a jointly owned
company and for the operation of a jointly owned track

more complete than this one is and it is sheer sophistry

to argue that, because it is technically a separate legal

entity, the Eastern Company is an independent public

carrier, free in the conduct of its business from the con-

trol of the two companies which own it and therefore

free to impose separate carrying charges upon the pub-
lic."

In answer to the railroad companies' contention that

the Eastern Company was a separate entity, and that the

ownership of stock by the railroad companies did not
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create the relation of principal and agent, the court said

(pp. 500-501):

'This discussion of the evidence in the case renders

it very clear that the purpose of the Milwaukee and
Omaha companies from the beginning was to construct

and operate but one track to the group of industries to

be served, instead of each building and maintaining its

own track, and to construct and use that track in common
so that each might have the benefit of it as fully as if it

were the sole owner. To accompHsh this end they re-

sorted to the familiar device of incorporating the Eastern

Company, * * * .

"Much emphasis is laid upon statements made in

various decisions of this court that ownership, alone, of

capital stock in one corporation by another, does not

create an identity of corporate interest between the two
companies, or render the stockholding company the

owner of the property of the other, or create the rela-

tion of principal and agent or representative between the

two. * * *

"While the statements of the law thus relied upon
are satisfactory in the connection in which they were
used, they have been plainly and repeatedly held not
applicable where stock ownership has been resorted to,

not for the purpose of participating in the affairs of a
corporation in the normal and usual manner, but for

the purpose, as in this case, of controlling a subsidiary

company so that it may be used as a mere agency or
instrumentality of the owning company or companies.
United States v. Lehigh Valley R. R. Co., 220 U. S. 257,

273, and United States v. Delaware, Lackawanna &
Western R. R. Co., 238 U. S. 516. In such a case the
courts will not permit themselves to be blinded or de-
ceived by mere forms of law but, regardless of fictions,

will deal with the substance of the transaction involved
as if the corporate agency did not exist and as the jus-

tice of the case may require."

In the absence of evidence to the contrary, the pre-

sumption is that a railroad company holds all its prop-

erty for railroad uses.

Atchison, T. & S. F. Ry. Co. v. Sullivan (C. C. A.),

173 Fed. 456, 465-6;
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Chicago I. & L. Ry. Co. v. Lewis, 12 Fed. (2d) 802,

806;

Illinois Central R. R. Co. v. Greene, 244 U. S. 555.

It is interesting to note that in cases where it was

to the interest of the N. P. and G. N. to have their hold-

ings of S. P. & S. and Burlington stock held to be operat-

ing property, they had no hesitancy in taking that posi-

tion and that they succeeded in persuading the Minnesota

supreme court that their position was correct. See State

V. N. P. Ry. Co., 139 Minn. 473, 167 N. W. 294.; State v.

G. N. Ry. Co., 139 Minn. 469, 167 N. W. 297.

In the present case, the property of the Northern

Pacific Terminal Company was just as truly used in

plaintiff's railroad operations as though it held title

thereto as a tenant in common. The ownership by the

Terminal Company was merely a convenient device for

making possible and convenient the use of a single group

of terminal properties by the three stockholder railroads.

The tax commission, we submit, correctly classified

plaintiff's stock in this terminal company as operating

property, and hence as non-deductible.

SPECIFICATION OF ERROR NO. 12-L

Court's error in setting aside Tax Commission's deductions

for non-carrier property.

Under Specifications 12 to 12-k we have discussed

in detail the tax commission's methods of reaching its

deductions for each class of non-operating property.

(Ante pp. 107-162.) For the reasons there pointed out,

we respectfully submit that the district court erred in

finding that the tax commission's total deduction for

non-carrier property of $108,031,167 for the 1935 assess-
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ment and $100,669,294 for the 1936 assessment (Defs'

Ex. 53, R. 2716), or either of said sums, were fixed by

either arbitrary or fundamentally wrong methods, and

in finding that the correct total deduction for such non-

carrier property was $169,623,928 for the 1935 assess-

ment and $161,741,079 for the 1936 assessment (Finding

XIII, R. 809-810), or any other amounts in excess of

those so found by the tax commission.

SPECIFICATION OF ERROR NO. 13

Court's error in finding a system value of plaintiff's operat-

ing property of less than $281,051,746 and $291,014,624

for the 1935 and 1936 assessments respectively.

The district court found a system value as of the

1935 and 1936 assessment dates to be $203,923,191 and

$190,128,168 respectively. (Finding XVII, R. 815.)

For the reasons heretofore urged, it is our position

that there is nothing in the record justifying the setting

aside of the tax commission's figures which are as fol-

lows:

19S5 TP-^fi

Assessment Assessment
(a) Stock and bond value after deduction

for non-carrier property found by tax
commission (Defs' Ex. 53, p. 76, R.
2770) $231,284,705 $244,205,050

(b) 80% of said amounts 185,027,764 195,364,040
(c) System depreciated reproduction cost

as found by tax commission (Defs'
Ex. 53, R. 2795) 474,065,831 472,164,615

(d) System unappropriated materials and
supplies on hand (R. 2796) 6,054,057 6,088,305

(e) Total system depreciated reproduc-
tion cost plus unappropriated mate-
rials and supplies on hand ("c" + "d") $480,119,888 $478,252,920

(f) 20% of said system depreciated re-
production cost 96,023,978 95,650,584

(g) 80% of stock and bond value as above
indicated (Line "b") 185,027,764 195,364,040

(h) System value of plaintiff's operating
property as found by tax commission
("f" + "g") $281,051,742 $291,014,624
—6
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SPECIFICATIONS OF ERROR NOS. 14 TO 14-D

Percentage of N. P. Commercial system value located in

Washington—Court's error in finding Tax Commission's

allocation factors of 34.47% and 33.92% to be arbitrary

and fixed by erroneous methods, and in finding 30.93%
and 30.87% in lieu thereof for the 1935 and 1936 assess-

ments respectively.

In computing the market value of plaintiff's Wash-

ington operating properties, both the tax commission and

the district court gave 80 7^ weight to Washington's pro-

portion of system value computed without reference to

reproduction cost. As already explained, we refer to this

non-physical value, as did the tax commission, as "com-

mercial value." The respective percentages of such com-

puted system non-physical or "commercial" value appor-

tionable to Washington as found by the court and tax

commission were as follows: For the 1935 assessment,

34.47% found by the tax commission (Defs' Ex. 53, R.

2767), and 30.93% found by the court (Finding XX, R.

822); and for the 1936 assessment, 33.92% found by the

tax commission (Defs' Ex. 53, R. 2767), and 30.87%o

found by the court. (Finding XX, R. 822.)

The tax commission's allocation factors were com-

puted by giving one-third weight to relative depreciated

replacement cost and two-thirds weight to relative net

earnings as computed by the so-called Turnburke method

(Defs' Ex. 53, R. 2767). The district court's allocation

factors were computed by giving one-third weight to

relative depreciated replacement cost, and two-thirds

weight to relative all-track mileage owned and operated.

(Finding XX, R. 822.)
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Propriety of Commission's allocation factors not raised by

pleadings.

Although devoting many pages of its complaint to

speculation as to what allocation factor was used by the

commission in making its original assessments, and in

condemning such supposed factors on various grounds,

plaintiffs complaints contain no allegations whatever as

to either errors or defects in the allocation method fol-

lowed by the commission in the reassessment proceed-

ings. Timely objections were made by counsel for de-

fendants, Lewis County et al., to the introduction of

plaintiff's evidence on the ground that the second supple-

mental complaint failed to attack the propriety of the re-

assessments. (R. 840-841.)

This being true, we submit that plaintiff is not now

in a position to question the propriety of the allocation

factors used by the commission. Defendants were cer-

tainly entitled, before trial, to know what plaintiff's

contentions were in this regard. Had they been so ad-

vised by the pleadings, they could, before trial, have so

prepared their defense as to meet the objections urged.

For instance: They could have had a traffic study made

of plaintiff's interstate freight traffic for the years in-

volved in the reassessments, and by the application of

well-recognized methods of divisions, have been able to

show what equitable apportionment should properly be

made to Washington of such freight revenue. As it was,

they were compelled to reply on a study already made

as to plaintiff's 1928 carload freight traffic, and in so

doing, were constantly harassed by various objections of

plaintiff's counsel.
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Plaintiff, we submit, is not now in a position to

urge such objections.

ALLOCATION

The court's province, may we repeat, is to determine

whether or not, in reassessing plaintiff's operating prop-

erty, the tax commission proceeded on fundamentally

wrong principles. We have demonstrated we believe,

that it followed legitimate methods in determining system

value. But what of allocation?

Impossibility of absolutely accurate allocation:

Said the court in Gorham Mjg. Co. v. Travis, 274 Fed.

975, 978-9:

"With all deference when applied to corporations
having business in several states, any effort at allocation

must be more or less arbitrary and fictitious, as is indeed
shown by the record at bar. The truth is that in a busi-

ness which is a unity, it is impossible to break up the
parts and satisfactorily to assign to any piece a corres-

ponding part of the income."

In Underwood Typewriter Co. v. Charnherlain, 254

U. S. 113, 120-121, Mr. Justice Brandeis said:

"The legislature in attempting to put upon this busi-

ness its fair share of the burden of taxation was faced
with the impossibility of allocating specifically the profits

earned by the processes conducted within its borders.

It, therefore, adopted a method of apportionment which,
for all that appears in this record, reached, and was
meant to reach, only the profits earned within the state."

And in Cleveland, etc., Ry. Co. v. Backus, 154 U. S.

439, 445, the court said:

"In the nature of things it is practically impossible

—at least in respect to railroad property—to divide its

value, and determine how much is caused by one use to

which it is put and how much by another."
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In making the reassessments, the commission, after

careful analysis (Defs' Ex. 53, R. 2718-2762) found all the

factors proposed by plaintiff objectionable save relative

replacement cost, but even this factor was found not di-

rectly to indicate the distribution of earning power.

(Defs' Ex. 53, R. 2763.)

The commission therefore concluded, so far as the

distribution of commercial value was concerned, that it

would reach the most equitable available factor by de-

termining as nearly as possible from the data at hand

plaintiff's Washington net railway operating income (be-

fore taxes) over a representative period of years and

comparing such state net earnings to those of the system.

Relative Net earnings.

The commission's reason for choosing this factor

seems highly persuasive. To quote:

"Since one of the tests of the commercial value of a
railroad is its prospective earning power, it must follow
that the best index of the relative value of a given por-
tion of a railroad is its relative earning power, present and
prospective.

"But since the best available index of the relative

future ernings of a part of a railroad is its relative past
earnings, it must hence follow that relative past net earn-
ings averaged over a reasonable test period, is the best
indication of the relative value of that portion of an inter-

state railroad located in a given state." (Defs' Ex. 53, R.
2717.)

In support of this conclusion it cites Judge Kauffman,

the special master in the N. P. 1925-1926 case, to the effect

that the "contribution of that part of the system within

the state is best measured by the net revenues resulting

from state operations," and the statement of Professor

Meyer, Senior member of the I. C. C, that "theoretically
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and logically the net-earnings basis is the most defensible
basis for the distribution of total values." (Defs' Ex. 53,

R. 2718.)

Same—Plaintiff's criticisms.

It is significant that this conclusion of the commission

was never questioned by plaintiff's witnesses, their only

objection being the claimed difficulty of computing the

factor.

Plaintiff's witness, E. V. Peterson, testified that if net

earnings were accurately determined by states, it would

probably be the best basis of allocation (R. 1219-20) and

that he agreed with Professor Meyer that relative net is

the logical factor if you had the proper net by states. (R.

1151.)

Plaintiff's witness, E. A. McCrary, testified that rela-

tive profitableness of use is refiected by relative net earn-

ings (R. 1339); and that the net earnings method would

be the best possible apportionment if you had the earn-

ings by states. (R. 1336.)

Peterson further testified that if you had the net by

states you would not need to allocate, since you could find

the commercial value in each state by capitalizing its net.

(R. 1084.)

Whatever may be said of Peterson's apparent as-

sumption that capitalization of past net is the sole meas-

ure of commercial value, it is apparent from this that he

agreed with the commission that relative net is the best

evidence of the distribution of commercial value.

Difficulty of determining percentage of system net earned

within state.

In their criticisms of the net earnings factor, plain-

tiff's witnesses continually stressed the difficulties of ac-
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curately computing net earnings by states. This was un-

necessary, of course, for it is a contention with which no

sane person would disagree. The court need scarcely

be told that the net earnings of different segments of an

interstate railroad whose accounts are kept only for the

unit, can only be approximated.

But what we do contend is that where care is used in

the apportionment of revenues and expenses, the com-

puted proportion of an interstate railroad's net earnings

earned within a state more closely indicates the state's

proportion of system commercial value than any other

available factor.

In view of the factors it proposes, plaintiff is hardly

in a position to complain that the commission has failed

to apportion to Washington system revenues and ex-

penses with absolute accuracy. The commission's follow-

ing criticism of plaintiff's factors was not disputed by

plaintiff's witnesses (Peterson, R. 1177):

"The remarkable spread of these proposed factors is

impressive. As to the 1935 assessment the factors range
from 22.057f to 33.247^, a difference of 50.759^^, and as to

the 1936 assessment the range is from 21.52% to 33.13%,
or a difference of 53.95%. It seems that if the proposed
factor yielding the highest of these percentages is per-

suasive of relative value, the one yielding the lowest per-

centage must have little to recommend it, and vice versa."

(Defs' Ex. 53, R. 2719.)

Commission's method of determining relative net earnings.

In computing its relative net earnings factor, the tax

commission used a method of apportioning interstate

freight revenues by states first advocated by V. P. Turn-

burke, general auditor of the Great Northern Railway

Company, and consequently referred to throughout the

record as the "Turnburke Method."
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The Turnburke Method is described step by step in

the tax commission's reassessment opinion (Defs' Ex. 53,

R. 2758-2767). A further brief analysis will perhaps be

helpful.

Elements of Washington net railway operating in-

come. These consist, of course, of revenues less expenses.

The revenues consist of the following: (1) Freight

operating revenues, (1-a) interstate, and (1-b) intra-

state; (2) passenger operating revenues (2-a) interstate,

and (2-b), intrastate; (3) equipment rents received,

i. e., the amounts received from other carriers for rental

of equipment; and (4) joint facility rents received; i. e.,

the rentals received from other carriers for the joint

use of tracks, terminals, etc.

The expenses to be deducted from such revenues

consist of the following: (5) Operating expenses assign-

able to freight service (not segregated in carrier's re-

ports as between interstate and intrastate freight)
; (6)

operating expenses assignable to passenger service (not

segregated in carrier's reports as between interstate and

intrastate passenger service; (7) uncollectible railway

revenue (a very small item which may be disregarded)

;

(8) equipment rents paid; i. e., rentals paid to other

carriers for use of their equipment; (9) joint facility

rents paid; i. e., rentals paid to other carriers for the

joint use of their tracks, terminals, etc.; and (10) tax

accruals.

State revenues and expenses reported by carrier to

tax commission. With the exception of equipment rents

paid and received, plaintiff makes a sworn annual report

to the tax commission as to each of these items of reve-

nues earned and expenses incurred within the state.
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The tax commission accepted all of these reported

items of Washington revenues and expenses as sufficiently

accurate for computing a relative net earnings factor

except the following item:

Washington's apportionment of interstate freight

revenues. In its annual reports, plaintiff apportions to

each state the amount of revenue from interstate freight

shipments resulting from a division of the earnings from

each individual shipment on a mileage prorate basis,

i. e., Washington is assigned that proportion of the total

revenue received by plaintiff from each individual ship-

ment touching Washington which the Washington mile-

age bears to the total mileage of haul, but without con-

sidering the movement of the freight in the terminals.

(R. 1184, 1748.)

In its reassessment opinion (Defs' Ex. 53, R. 2730-

2753) the tax commission shows the unfairness—par-

ticularly to a terminal state such as Washington—of this

mileage prorate division of interstate freight revenues.

In computing plaintiff's Washington net railway op-

erating income (before taxes) the tax commission ap-

plied the so-called Turnburke Method of apportioning

interstate freight revenue on the basis of relative cost,

including capital cost.

Since the controversy with respect to the commis-

sion's net earnings allocation factor centers entirely

around the propriety of its method of assigning interstate

freight revenue to Washington, we will reserve this prob-

lem for future special consideration. (See post p. 176

et seq.)

Tax commission's m,ethod of computing N. P.'s Wash-
ington net earnings. In brief, the Turnburke Method fol-
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lowed by the commission and explained in detail in the

reassessment Opinion (Defs' Ex. 53, R. 2758-2767) is this:

the ultimate factor is the percentage of system net rail-

way operating income, before taxes, earned within the

state for a five-year period. The calculation of the fac-

tor therefore requires the determination of Washington's

net railway operating income before taxes. This was

computed by using the revenues earned and expenses in-

curred in Washington as reported by the N. P. to the tax

commission with the exception of Washington's propor-

tion of interstate freight revenues which plaintiff re-

ported as being apportioned on a mileage prorate basis.

Most emphatically condemning such mileage prorate

apportionment as unfair to Washington (Defs' Ex., R.

2730-2753) the tax commission argues that since freight

rates are computed on the basis of cost plus a reasonable

profit, the interstate revenues resulting from the appHca-

tion of such rates should properly be apportioned be-

tween states on the basis of relative cost, including capital

cost. The commission therefore concludes that, instead

of a mileage prorate apportionment, the total interstate

freight revenues should be apportioned to Washington in

that proportion which the cost incurred in Washington in

hauling interstate freight bears to the total system cost

of hauling interstate freight.

To find such interstate freight cost in Washington

the commission first finds the cost per ton-mile by divid-

ing plaintiff's total expense incident to freight service

incurred in Washington, including capital expense, by

the total ton-miles of freight, both interstate and intra-

state, hauled in Washington for the same period. This

per ton-mile cost it then multiplies by the total number
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of ton-miles of interstate freight hauled in Washington

for the same period, which yields a figure deemed by the

commission to be the cost of hauling interstate freight in

Washington. The system cost of hauling interstate freight

is computed in the same way.

The commission then apportions to Washington the

same percentage of plaintiff's total system interstate

freight revenue as the percentage of system interstate

freight cost thus found to be incurred in Washington.

Having so computed Washington's proportion of

interstate freight revenues, the commission then, from

plaintiff's reported figures as to other items of Washing-

ton revenues and expenses, computes the Washington

net railway operating income before taxes, and by com-

paring this figure with the same for the system, arrives

at its relative net earnings factor.

Plaintijf's criticisms of Turnhurke method. The ob-

jections urged by plaintiff to the net earnings factor as

so computed were these:

(1) That the commission's theory of apportioning

interstate freight revenue on a relative cost basis was

unsound because freight rates in the northwest are not

in fact based on cost;

(2) That plaintiff did not and could not report its

true freight operating expenses by states, and hence that

the results of the commission's use of such reported ex-

penses in the apportionment of interstate freight revenues

was fallacious;

(3) That in computing the interstate freight cost

incurred in Washington, the commission used the average

cost of hauling both interstate and intrastate freight,
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which was erroneous because the cost per ton mile of

hauling intrastate freight greatly exceeded the per ton-

mile cost of hauling interstate freight, and was prejudicial

to plaintiff because the proportion of intrastate freight

hauled in Washington greatly exceeded the average for

the system;

(4) That the interstate freight revenue which the

commission apportioned to Washington on a relative cost

basis, was the entire system interstate freight revenue

instead of the system revenue from freight actually touch-

ing Washington,—a procedure both fundamentally wrong

and prejudicial to plaintiff because the per-ton-mile

revenue from interstate freight touching Washington was

materially less than the per-ton-mile revenue from inter-

state freight not touching Washington;

(5) That in determining net earnings in Washing-

ton for use in computing its relative net earnings factor,

the commission erroneously failed to include tax accruals

as a deductible expense item.

Having failed to raise these objections at the reassessment

hearings, plaintiff should be foreclosed from urging

them now.

Copies of all the schedules attached to the commis-

sion's opinion (Defs' Ex. 53, R. 2779-2810) were served

upon plaintiff's counsel prior to the reassessment. (R.

1804-5.)

The evidence shows that on August 9, 1937, a large

number of set-ups, computations and tabulations were

then served and had theretofore been served on plaintiff's

counsel, and the latter was notified that unless such data

was disputed by evidence offered, the same would be
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used by the commission if deemed pertinent. (Defs' Ex.

55, R. 1732, 2831.)

E. V. Peterson, plaintiff's statistician and chief wit-

ness, testified that he was aware of the Turnburke method

of allocation even before it was presented in the North

Dakota proceedings. That Mr. Turnburke had furnished

Peterson with a memorandum showing the basis of the

computations, and that he (Peterson) had disapproved

of it very forcibly at that time. That before the final

hearing of the tax commission, Peterson had looked over

the documents and exhibits served on plaintiff by the

tax commission, and had observed that the Turnburke

theory was set forth in these exhibits. That from the

very first time Peterson was given the memorandum by

Mr. Turnburke, before the North Dakota case was tried,

he was aware that this method was improper because of

the fact that it included revenue from interstate ship-

ments not touching the state. That Peterson was present

at the last reassessment hearing on August 16, 1937. (R.

1243) Mr. Peterson then testified:

"You ask if at any time prior to August 16, 1937,

either at that hearing or informally, I called the tax com-
mission's attention to that flaw in the Turnburke method.

No, sir. You ask if at any time I heard any of these

specific objections urged at any hearing before the tax

commission in connection with this reassessment for 1935

and 1936. I do not recall any statement being made at the

August 16th hearing as to the merits or demerits of that

particular part of the reassessment." (R. 1244.)

Moreover, the record shows that on August 16, 1937,

at the hearing on plaintiff's 1937 assessment immediately

following the final reassessment hearing, Mr. Peterson

testifying for plaintiff, was questioned by the tax com-

mission's counsel as to the merits of the Turnburke
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Method, but that plaintiff's counsel was careful not to per-

mit Mr. Peterson to testify regarding it, saying, "if you

use the Turnburke theory and say so, I am content."

(Defs' Ex. 102-A, R. 3180.)

It is the general rule that a taxpayer is required to

exhaust his administrative remedies before claiming in-

junctive relief from an offending tax. It would seem that

where such taxpayer, during repeated hearings afforded

him by the assessing board, knowing of the contemplated

use by such board of a method of taxation which he knows

to be erroneous, sits mute during such hearing without

calling such defects to the attention of the administrative

board, apparently with the deliberate purpose of per-

mitting the board to fall into error, he should not there-

after, when seeking relief in equity, be heard to urge the

error which he has thus, by his silence, invited.

One who remains silent when he should have spoken

will not be heard when he should be silent. Hayward v.

Nat. Bank, 96 U. S. 611; U. 5. v. Shrewsbury, 23 Wall. 508.

A taxpayer who has not exhausted the remedy pro-

vided before an administrative board to secure the cor-

rect assessment of a tax, will not be heard to assert its

invalidity in a suit to enjoin its collection. Gorham Mjg.

Co. V. Tax Commission, 266 U. S. 265; First National Bank

V. Board of County Com'rs, 264 U. S. 450; McGregor v.

Hogan, 263 U. S. 234; Chicago, etc. R. R. Co. v. Risty,

276 U. S. 567, 575, and numerous cases cited.

In the case last cited it was held that a land owner,

who, being duly notified, fails to avail himself of an op-

portunity afforded by a state statute to be heard upon the

question whether his land will be benefited by a proposed
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public improvement and upon the constitutionality of in-

cluding it in the proposed improvement district, cannot

raise the question in a suit to enjoin such special tax

assessment.

We submit that a taxpayer just as effectively fails to

exhaust his administrative remedy where, during a hear-

ing, he sits silent and permits the assessing board to fall

into an error known to him, as where he wholly fails to

avail himself of a hearing afforded by statute.

(1) Turnhurke Method—Plaintiff's objection that

rates not based on cost. In support of this contention,

plaintiff called its general freight agent, F. A. Cleveland,

who, since 1931 had been directly responsible for the

N. P.'s rates west of the Idaho-Montana line, and with

joint supervision over the rates applying east of that

line. (R. 1047.)

After explaining the character of plaintiff's west-

bound and eastbound interstate traffic touching Wash-

ington (R. 1047), Mr. Cleveland testified:

"You ask whether, to my knowledge cost of service

plus reasonable profit has ever been considered by the

Traffic Department of the Northern Pacific in adjusting

its rates for the eastbound movement of the produce of

Washington to the markets in the Middle West and the

markets East. It has not." (R. 1049) (Italics Ours.)

Mr. Cleveland then testified to certain reductions in

transcontinental rates in recent years, and to the exten-

sive blanketing of certain of such rates. (R. 1049-54.)

On cross-examination he testified that while the I. C.

C. tried to establish a code of rates sufficient to enable the

railroad to earn money over cost of operation, the rates

are not made on any relation to the cost of operation.

(R. 1056.)
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Asked if the rates must not be such that the whole

traffic returns more money to the railroad than it spends

to operate the system, Mr. Cleveland testified:

"Well naturally a railroad, to survive, has to take in

more money than it spends, but your rate adjustment is

not made with relation to the money you spend. When
your expenditures get too high, which is the situation

that is now facing the carriers, they will go to the Com-
mission asking for a general uplift in rates, on the ground
they cannot live without it. But the rates have been
made to meet other conditions. * * *

"You ask if I agree with this statement that freight

rates are intended to cover the cost of service rendered
plus a reasonable profit. That is what we intend that they

should do. Unless the railroad got more revenue than
the cost of service, it would just have to fold up. You
ask if the attempt always is to get more in than we have
to spend, usually, in the cost of operation. Oh, abso-

lutely." (R. 1057-8.)

He testified further that the railroads get all they

can from the service, and when they run into a condition

they were then approaching, with the cost of service

getting up pretty close to their intake, they would have to

propose a general increase applicable to all rates, on the

ground they were not getting a return over and above

their cost. That the road's purpose at all times, so far as

getting rates from the I. C. C. is concerned, is to get them

as a whole so that they will yield an adequate return

over cost of system operation. That 90% of plaintiff's

rates are fixed by the carrier. (R. 1059-60.) He then

testified:

"You ask if I know of any rate that is lower than the

actual cost of the traffic. No. We would not make any
rate that we knew to be lower than the out-of-pocket

cost. That would be an illegal rate. You ask what I

mean by an illegal rate. Under the law you are not sup-

posed to make any such rate." (R. 1060.)
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Mr. Cleveland added that he thought the law in-

tended to guarantee a rate over and above the actual

cost of service. (R. 1060-61.) That plaintiff does not

knowingly make any rates that are less than the out-of-

pocket costs. (R. 1065-6.)

On redirect Mr. Cleveland stated that his testimony

in regard to rates not being based on cost had been lim-

ited to the freight rates on traffic moving through Wash-

ington, and not to traffic not touching Washington. (R.

1061-2.)

On the other hand, V. P. Turnburke, general auditor

of the G, N. and author of the Turnburke Method, test-

ified in the Weeks case that by and large, each rate pro-

vides for cost of service and a fair return, which is not

only basically sound but is written into 15a of the Inter-

state Commerce Act. (Defs' Ex. 100, R. 3037-9, 3063-70,

3083-5.)

Same—Testimony of J. P. Newell on behalf of de-

fendants Lewis County et al. Mr. Newell had been a con-

sulting engineer (R. 2113) in Portland for 31 years. He
was educated at the Massachusetts Institute of Tech-

nology, and had had 20 years' experience in constructing,

locating and maintaining railroads, and his private prac-

tice had been very largely in connection with valuations

and rate-making with respect to electric, telephone and

railroad companies. From 1914 to 1917 he was engaged

on a valuation of the Portland Railway, Light & Power
Company having both power plants and city and inter-

urban railroads, and which was the first considerable

utility in the country to be valued for rate-making pur-

poses. He had taken part in telephone cases, one in 1918

and again in 1922, for the Oregon Public Service Com-
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mission. During 1932 and 1933 he spent over a year work-

ing for the Pacific Telephone Company in the valuation

of its property in Oregon and Washington. He had had

several cases in connection with the railroads. He was

responsible in considerable part by his studies for the

Columbia river differentials of rates as against the route

over the mountains. He had spent nearly two years in

Canada for the Dominion government, first in charge of

its case before an arbitration board, determining the value

of the Canadian Northern Railroad, which was taken over

by the government during the World War, and later in a

consulting relation in regard to a similar taking over of

the Grand Trunk. Each of these railroads extend from

one ocean to the other. In 1923 the American Society of

Civil Engineers granted him their prize for the year for

the best paper on transportation, based on his work on

the Grand Trunk. He had done work for the railroad

companies as well as against them. He appeared for the

G. N. in its application to the I. C. C. to extend into

Klamath Falls, being employed by the Oregon Public

Service Commission. In 1929 he was employed by the

G. N. and appeared for it in connection with its extension

into California, in connection with the Western Pacific.

Last year he appeared for the Southern Pacific in opposi-

tion to the granting of a franchise to the Santa Fe for a

bus line from San Francisco to San Diego. Acting for

the Washington Department of Public Works, he made a

study of the cost of hauling logs. (R. 2113-2116) Plain-

tiff's counsel admitted Mr. Newell's qualifications. (R.

2113.)

Mr. Newell testified that from his past experience

and studies he was familiar with the governing prin-
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ciples upon which rate structures are based. These

governing principles, he said, are very simple, and are

the same for all regulated utilities. The utility is con-

sidered to have made an investment and devoted it to

the public service under certain prescribed conditions

intended to secure for the public adequate service of as

good a quality as it is willing and able to pay for. Such

service must be available to all users alike, and must be

always available, and must be furnished at a price which

is reasonable in view of the cost and character of the

service. The carrier, or the utility, on its side, gets from

that bargain, or that arrangement, protection against un-

fair competition, so long as it complies with these con-

ditions. The general level of the rates charged must not

be such as will result in unreasonable earnings, but must

be such as will enable the utility to earn a fair return on

its investment, if the traffic will bear it.

The first step in applying a rate structure he con-

tinued, is to fix the fair value of the property. That the

court decisions lay down a number of conditions and

factors which are recognized, but it was Mr. Newell's

experience that none should be given any real weight

except the following three: (1) What did the property

cost? (2) What would it cost if built now? and (3) Was
the investment wisely or unwisely made?

With those three factors, he said, a decision is reached

as to the amount upon which the utility may justly be

permitted to earn a fair rate of return, and this fair value

becomes the real value only when the utility is able to

earn a net income commensurate with it. (R. 2116-2118.)

Regulation of the rate level, Mr. Newell said, comes

up to the regulatory commission generally on one of
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two contingencies: either that the rates are so high that

they are producing returns more than reasonable, or so

low as to be practically confiscatory. If the first is true,

then the rates are lowered to a level which will produce

a little below the upper limit of what the commission

regards as reasonable. If the second is proven, the rates

are raised enough to produce a fair return. The result

is that when excessive rates are lowered the desired result

is always achieved, but when the rates are raised it is

not achieved unless the traffic will bear that increase.

So that while in theory and practice the public has

absolute protection against excessive earnings, the car-

rier does not have protection to the same degree against

insufficient earnings. It simply has permission as long

as its earnings are not excessive to charge such rates as

the traffic will bear, provided they are not excessive in

any respect, but must content itself with such earnings

from those rates as the volume of traffic will permit. Of

course it is only when the revenues exceed the actual cost

of the service that there can be any return. The general

level of the return must be within the limitations of a

reasonable return.

But this does not mean that in the carriage of any

single commodity there shall be such limitation on the

difference between cost and revenue. Many commodities

have to be carried at such rates that the revenue is very

little more than the operating cost, or they will not move

at all. On the other hand, there are commodities whose

value as compared to their bulk or weight is so great

that the amount of the freight charge is not very im-

portant. They will move at any rate imposed. (R. 2118-

2119.)
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In brief, it is the general rule recognized both by

carriers and regulatory bodies that without regard to re-

turn to the carrier the rate on each commodity must be

low enough to permit that commodity to move by rail,

and high enough to produce the greatest possible return

to the carrier, subject only to the condition that the re-

turns must be reasonble.

In view of the method adopted by the carriers and

regulatory bodies in fixing rates, it was Mr. Newell's

opinion that an equitable division of revenues from joint

rates as between participating carriers would be one

based on relative operating costs, both road haul and

terminal, plus the relative cost of carrying the necessary

investment. In his opinion, the same principle should

apply in the apportionment of revenue as between dif-

ferent portions of the same line. (R. 2119-2120) As-

suming that plaintiff's Washington lines were owned by

one corporation and the balance of the system was owned

by another corporation, he thought that the revenues

from interline freight traffic between those two corpora-

tions should be apportioned on the basis of relative costs

including capital cost. In determining as nearly as prac-

ticable the relative net earnings of the portion of plain-

tiff's system located in Washington, the interstate reve-

nues on freight traffic touching Washington should be

apportioned to Washington on the basis of relative cost

including capital cost. (R. 2120-2121.)

Mr. Newell further testified that he had read that

portion of the tax commission's reassessment opinion

(Defs' Ex. 53, R. 2758-60) in regard to the commission's

assumption that interstate freight revenues should equit-

ably be apportioned as between states on the basis of
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relative costs, plus a return on depreciated reproduction

cost, and he thought such a basis to be equitable. He

thought the relative cost gives a fair basis for the alloca-

tion of the revenues. The general level of railroad rates

is based upon that operating cost, plus capital cost, and

that is the general rule that has to be conformed to in

the long run in regard to the general level. It seemed to

him on that basis that facts equitable for establishing the

rate level ought to be equitable for dividing the resulting

revenues. He thought the same principle of using relative

cost ought to apply in the apportionment of interstate

passenger revenues as in the case of freight, because

there is a terminal cost that is attached to passenger

service just as truly as there is to freight service. He

thought the principle was the same. (R. 2138-9.)

On cross-examination Mr. Newell testified that he

did not say that the cost of doing the business in the

respective states is the basis on which rates have been

made in those states. (R. 2203-4.)

Asked why, if rates are not made with reference to

cost, on what theory he divided revenue on cost, Mr.

Newell replied that rate levels are fixed with reference to

cost. That individual rates are not applied into that

system upon the question of the cost applicable to that

particular portion for which the rate is made. That the

cost of capital is certainly taken into account in fixing a

rate level. (R. 2204.)

Asked if the system rates of the N. P. in effect in

1935 were made with respect to cost, he replied: "not in

the making of the individual rates, but in the resulting

rate level." (R. 2204.)
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Asked if he did not know the rates were not actually

made with reference to cost, Mr. Newell replied that he

did know that they are not made with precise reference

to the cost. That they are not attempted to be fixed in

any exact relation to the cost, but that cost is always

there as one of the factors, as influencing the individual

rate. That he did not say that plaintiff's rates were made

with reference to cost, but that they were made as

near as circumstances would permit them to be made,

and the cost was always a factor in there. That the

general rate level over a long period of time is on the

basis of the cost of doing business, and that is why he

used the cost factor in apportioning revenue. (R. 2205-6,

)

The authorities.

"Cost of the service is one of the elements in rate

making." New England Divisions Case, 261 U. S. 184,

195.

In 203 I. C. C. 299, at page 335, it was said by the

Interstate Commerce Commission:

"Cost of service, including the burden of carrying the

necessary investment, ought to be the factor of primary
importance in fixing the divisions of joint rates."

That was an inquiry, instituted on the commission's

own motion, into the lawfulness of the divisions of the

joint rates of the principle carriers in the western and

mountain-Pacific groups of carriers. (203 I. C. C. 299.)

In New England Divisions, 66 I. C. C. 196, 199, the

commission said:

"Summing up this phase of the matter, we are of the

opinion * * * that the relative amount and cost

under economical and efficient management of the service

rendered is a prime factor in determining the fair and
equitable share of joint revenue which each carrier shall
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receive; and that included in such cost is a due propor-

tion of the burden of maintaining the financial integrity

and credit of the carrier."

The above was quoted with approval in Divisions of

Joint Rates and Fares, etc., 68 I. C. C. 47, 51.

Whatever considerations may enter into the fixing of

individual rates, the fact remains, as stated by Mr. Newell

and not denied by Mr. Cleveland, that general rate levels

are fixed with reference to cost of service including

capital cost, and it is by virtue of these general rate levels

that plaintiff earns its revenue on interstate freight

traffic.

Cost of service, including burden of carrying the

necessary investment is said by the I. C. C. to be "the

factor of primary importance in fixing the division of

joint rates."

With this, plaintiff's chief witness, E. V. Peterson,

agrees. (R. 1155.) And there is no testimony to the

contrary.

This being true of interline divisions, there is no

possible basis we submit, for arguing that a different rule

should apply with respect to divisions of freight revenue

between different segments of the same road.

(2) Turnhurke Method—Plaintijf's objection that

Washington freight operating expenses not correctly re-

ported. Said the tax commission in its reassessment

opinion, regarding such reported figures:

"The operating expense (other than equipment
rentals) can be determined by states and are reported

to the various state taxing and regulatory boards with
reasonable accuracy." (Defs' Ex. 53, R. 2759.)
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While some contention is made that in reaching their

reported figures as to some general items of expenses

the railroads are required to resort to more or less arbit-

rary apportionments, it was not contended by any witness

that the reported figures were not substantially accurate.

Nor can plaintiff scarcely be heard to make such

claim, considering that in many important cases involv-

ing rates as well as the extent of its earnings in Wash-

ington, it had used its reported operating expenses as

the basis of its exhibits and showing to the administrative

boards and courts. Mr. Peterson, plaintiff's statistician

and chief witness, testified in this connection:

"If they are wrong and do not practically reflect the

actual distribution of operating expenses in the state, you
ask if it would not be wrong to base any calculation as to

the costs of operations within the state upon those re-

ported operating expenses. No, I would not say it would
be wrong, but they should not be accepted as being
actual net or actual expense in the strict sense. That is

the best figure we have, and to a large extent it represents
the actual expenses incurred in the state. The mainte-
nance expenses are all incurred in the state and the
operation of the train are all interstate operations, and
I do not think because of some deficiency you can en-
tirely disregard it. But, we do not want to be put in the
position to say it represents the actual expense in de-
termining the net in that state. I have used those opera-
ting expenses as reported to the department of public
works in a large number of proceedings involving the
propriety of rates in the state of Washington. I used them
in the Seattle Switching Case. * * *

"In the first log rate case in 1921, we based our con-
tention upon figures based upon the reported expenses
of operation as they were reported to the public service
commission. * * *

"In 1933 the state of Washington brought an action
against the Northern Pacific to recover its business taxes
levied by the law of Chapter 190 of the Laws of 1933. You
ask if the Northern Pacific did not set up as a defense in
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that case that the tax was a burden on interstate com-
merce because the Northern Pacific lost money in 1933

on its Washington intrastate business and that conse-

quently any tax that was paid based upon the revenue
from that intrastate business would have to be paid out
of interstate earnings. That was the general burden of

the complaint, as I recall it. * * * (R. 1258-60.)

"This business tax case that I am referring to was
entitled State of Washington v. Northern Pacific Railway.
In that case the plaintiff denied that the Northern Pacific

was losing mone}^ on its intrastate business in the state

of Washington for 1933. You ask if it is not a fact that to

support our contention that the Northern Pacific was in

fact losing money upon this business, we used as the

basis for determining the operating expenses connected
with intrastate business in Washington for 1933, the

figures reported to the department of public works as our
operating expenses connected with freight operations for

the year 1933. Except as to the train movements and
related movements and yard movements. In the yard
figures we secured the actual expenses for the yards in-

volved, without regard to the past figures. This was a

special study. Likewise, a special study was made of the

expenses of the trains that were carrying this intrastate

traffic under discussion. You ask if, in making our study
in that regard, we did not take figures reported to the

department of public works as our overhead charges.

Yes, that was necessary. We used that in our special

study as well as the other. You ask if we did not repre-

sent to the court that our operating expenses as reported

to the department of public works with regard to freight

for that year were sufficiently accurate to base the de-

cision of the court on with respect to whether we were
making money or losing money for the year 1933 on our
intrastate business. They were the best figures then
available. (R. 1260-61) * * *

"You ask if I now say that my computations in that

case with respect to our costs of intrastate business in

Washington for 1933 were wrong because based upon
these expenses of operation as reported by us to the de-

partment of public works. I do not. They were correct

and they are correct. I vouched for those figures pre-

sented and the exhibits upon which they were based."

(R. 1261-2.)
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During plaintiff's case, a certified copy of the perti-

nent parts of the complaint, answer and reply in the 1933

business tax case were offered in evidence (Defs' Ex.

54-E, R. 2816-2827) and an objection sustained (R. 1262).

They were later offered in evidence as part of defendants'

case and the Master's ruling was reserved (R. 1519-

1521). The exhibit was later certified to the court as

part of the evidence received. (R. 625.)

It further appears from the record that Mr. Peterson

testified as a witness at the hearing before the tax com-

mission on August 16, 1937, in connection with the matter

of plaintiff's 1937 valuation. (R. 1476-7) Referring to

page 12 of an exhibit submitted by plaintiff at that hear-

ing, Mr. Peterson testified:

"Q. On page 12 you have used the results of the

operations in Washington, that is, the net railway oper-

ating income as computed from your reports that you
make to the tax commission.

"A. Yes.

"Q. Wherein are those erroneous? Do they cor-

rectly reflect, for instance, in your opinion, the relative

operating expenses in the state of Washington and the

balance of the system?

'*A. I think they do, yes.

"Q. And those of all of the various divisions of

operating expenses, maintenance, yard and structures?

"A. I think they do, and, as a matter of fact, as I

said this morning, they are prepared by the method
prescribed by the department of public service of Wash-
ington.

"Q. I am speaking of operating expenses?

"A. I am speaking of operating expenses, also." (R.

1481; Defs' Ex. 102-A, R. 3176-7.)

Mr. Peterson further testified that in reporting to the

department of public works, plaintiff computes the total

operating expenses as required by the department in ac-
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cordance with the established practices that plaintiff

has followed in all states: i. e., the usual plan of allocat-

ing the expense to the state that it considered applied to

the state, and the balance on the appropriate mileage or

other bases and then testified in detail as to the method

used in the apportionment of expenses to Washington.

This method, he testified, had been in general use for at

least 30 years to his knowledge; that plaintiff uses the

same method in all the states; and that it is the method

in general use by the railroads. That he thought this

method of apportioning expenses as between states is as

accurate as it is possible to make it, and is the only

practical method; and it the most equitable plan so far

devised. (R. 1486-9.)

Mr. Newell testified that the costs apportioned by

the railroad are reasonably accurate and that their use

would not prejudice any state in the long run. (R. 2156.)

In view of this testimony, the tax commission, we
submit, can hardly be criticized for using plaintiff's re-

ported figures as plaintiff's operating expenses in Wash-

ington.

(3) Turnhurke Method—Plaintijf's objection that

cost of hauling interstate freight measured by average

cost of hauling both intrastate and interstate freight. This

we concede to be a weakness of the Turnburke Method

which results from the seeming impractibility of segre-

gating the operating expenses incident to these two

classes of freight. However, whatever prejudice was

sustained by plaintiff on this score, was, as will later be

shown, more than off-set by the commission's failure to

give Washington full credit for its capital costs and the
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fact that it erroneously credited plaintiff's Washington

joint facility rent income against operating expense.

This will be more fully explained later on in our con-

sideration of the exhibits introduced by defendants,

Lewis County et ah, bearing on allocation. (See post

p. 201 et seq.)

(4) Turnhurke Method—Plaintiff's objection that

only revenue from interstate freight actually touching

Washington should have been apportioned to Washington

on cost basis. There are at least three sufficient answers

to this objection:

(a) The commission's method of apportioning all

interstate freight revenue to Washington on a relative

cost basis, is not unfair to plaintiff;

(b) From a practical standpoint, it is impossible to

find the cost of hauling outside of Washington only that

portion of plaintiff's interstate freight traffic touching

Washington;

(c) The evidence submitted by defendants affirm-

atively shows that as much freight revenue from the

interstate freight touching Washington would have been

apportioned to Washington on a relative cost basis, as

was apportioned by the method followed by the tax com-

mission.

(4-a) Same—Propriety of tax commission's Method.

It is true that plaintiff's witness, E. V. Peterson, testified

that in his opinion only the revenue from interstate

freight touching Washington should be so apportioned.

(R. 1094, 1096-7, 1103-7, 1269.)

But with due regard for Mr. Peterson's ability as a

statistician, his chosen field, it must be remembered that
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he is neither a valuation engineer nor an economist.

(R. 842) No other witness criticized the Turnburke

Method on this ground.

On the other hand, Mr. Newell, whose extensive

qualifications have already been detailed (ante pp. 177-8;

R. 2113-16) testified as follows:

"Q. The plaintiff's witnesses have criticized the use
of the Turnburke method in the manner it has been used
by the tax commission, on the ground that the tax com-
mission has apportioned to Washington a portion of all

revenues earned on interstate freight, including the

revenues from interstate freight not touching Washing-
ton at all, and contend that if the Turnburke method is

applied at all only the system revenues from the inter-

state freight actually touching Washington should be
apportioned to Washington, according to relative costs.

What have you to say as to the validity of this conten-

tion?

"A. I assume that it is not a question here whether
any one has followed Mr. Turnburke or not, but whether
they are right in adopting the practice that they did

follow.

"It seems to me that the interstate revenues of the

system should be allocated to the states in the ratio of

their respective costs in handling interstate freight, that

is, doing as the commission did, that is, recognize the

principle of the interdependence of the different parts

of the system.

"The Master: Mr. Newell can state what would be
a proper treatment of this interstate freight with refer-

ence to allocation, when it does not touch the state of

Washington at all.********
"A. I think it should all be included. My reference

to the commission's act was merely to explain that I was
identifying it as being the same practice stated in the

question.
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"Q. Why do you believe it should be all included?

"A. I think in recognition of the fact that the utility

is a single entity, and that all its relations between states

and all its connections are interdependent, and no one
can sort out, allocate and weigh all those intangible

factors between one part of the system and the other,

in the way in which they aid each other in the production
of revenue.

"It is a good deal like trying to find out which of the
four legs of a horse does the most work. It simply hasn't

a basis for accurate allocation. I think it is proper to

take it upon the basis of what each section contributes

to common cost. I think this action of taking ail the
revenues, interstate freight, is the proper one, for that
reason." (R. 2142-5.)

On cross-examination Mr. Newell testified that he

realized when so testifying that 30% of the interstate

traffic does not touch Washington and that the rates per

ton-mile were substantially higher on the freight not

touching Washington than on that touching Washington.

(R. 2207.)

Washington's contribution to system earnings. In

connection with Mr. Newell's testimony, we respectfully

refer the court to our subsequent analysis of Washing-

ton's contribution to system earnings. {Post pp. 207-211.)

In view of the pronounced interdependence there

shown between plaintiff's Washington lines and its lines

in other states, we submit that for the reasons explained

by Mr. Newell, the tax commission did no injustice to

plaintiff in assigning to Washington its proportion, based

on relative cost of service, of all of the interstate freight

revenues of the system.

(4-b) Same—Ivfipractihility of apportioning to

Washington on relative cost basis only the revenue de-

rived from interstate freight touching Washington. The
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obvious reason is that it would be impossible, from a

practical standpoint, to determine the ultrastate cost per

ton mile of hauling the interstate freight touching Wash-

ington. True, it is possible to compute plaintiff's total

expense outside of Washington of hauling all freight. But

this freight is of three types: (a) intrastate freight; (b)

interstate freight not touching Washington; and (c) in-

terstate freight moving to, from or through Washington.

This may be illustrated by the following graph:

A B

E

C

D

Washington All other states

"B," the intrastate freight outside of Washington in-

volves two terminal yardings and an average haul in

1934 of only 106 miles (Defs' Ex. 56-A, line f-7, R. 2844)

;

*'C," the interstate freight not touching Washington also

involves two terminal yardings outside of Washington

(R. 1252) with an average haul in 1934 of 267 miles (Defs'

Ex. 56-A, line g-7, R. 2844); while "D," the movement

outside Washington of the interstate freight touching

Washington involves but one possible terminal yarding

outside Washington (R. 1252) and with an average haul

in 1934 of 619 miles. (Defs' Ex. 56-A, line c-3, R. 2942)

In other words, the movement of the interstate freight

not touching Washington involves four and six-tenths

times as many terminal yardings per ton as the movement

in other states of the interstate freight touching Wash-

ington.
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From this, as well as the great difference in average

line haul it is of course plain that the cost per ton-mile

of the ultrastate movement of the interstate freight touch-

ing Washington (D) must be greatly less than the cost

per-ton-mile of the interstate freight not touching V/ash-

ington (C), and consequently greatly less than the aver-

age cost per-ton-mile of the movements involved in (C)

and (D) combined.

Mr. Newell explains the fallacy of Mr. Peterson's

attempt to apportion to Washington the system revenue

from interstate freight touching Washington on the basis

of the relation of the cost per 1,000 ton-miles found by

the tax commission for hauling interstate freight in

Washington ($11.09) to that of hauling outside of Wash-

ington both the interstate freight touching and not touch-

ing Washington ($8.68) . Asked why it could not be done

that way, Mr. Newell testified:

"Because that figure which is taken as to the average

cost of interstate freight per 1000 ton miles outside of

Washington is one which is made up of two parts, one
which is that which had a part in Washington, and that

which didn't have any part in Washington.
"Now, the cost of the former is naturally, under

those circumstances, considerably less than the cost of

that part which was entirely outside of Washington. One
reason for that is the very much longer haul, and less

relative importance of the terminal part of this. That
which came out of Washington had outside Washington
only one terminal cost attached, which may have been
actual terminal cost in the proper sense of the word, or a
transfer. That which originated and ended outside of

Washington had, of necessity, two terminal costs, one or
more of which, of course, may have been a transfer.

That which came out of Washington would naturally, all

of it, move upon the main line in full freight trains. That
which originated outside of Washington would, part of it,

originate naturally on branch lines, where the branch
—7
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line haul would be a part of the total, and would, of
course, add to the cost.

"Therefore, the taking of a cost figure, which is the
mean of these two factors, is not fairly applicable to
either one of them, and has been applied in this case to
the lower cost. So that it represents for that purpose
too high a cost." (R. 2147-8.)

In explanation of his testimony on this point, Mr,

Newell prepared a graph (Defs' Ex. 102, R. 3155) the

significance of which he describes in detail. (R.2148-

2152.)

Mr. Newell's testimony, we submit, clearly shows

that without knowing the cost per ton-mile involved in

the ultrastate movement of the interstate freight touch-

ing Washington, it would be impossible to apportion to

Washington, on a relative cost basis, only the system

revenue from Washington interstate freight, as distin-

guished from the total system interstate freight revenue.

(4-c) Turnhurke Method—Because as to such freight

the relative per unit cost is higher, as much revenue ap-

portionahle to Washington on the basis of relative cost

from interstate freight touching Washington as from all

system interstate freight. We have already shown (ante

pp. 191-4) that because the movement outside of Wash-

ington of interstate freight touching Washington involves

but one terminal service, and two and 3/10th times the

length of haul of interstate freight not touching Wash-

ington, the cost per unit of interstate freight not touching

Washington far exceeds the cost per unit outside of Wash-

ington of interstate freight touching Washington; and

hence, on a relative cost basis, as much revenue would

probably be apportioned to Washington from interstate

freight touching Washington (though its average revenue
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per ton-mile is less) , as would be true if the entire system

interstate freight revenue were so apportioned.

Under Specifications of Error 16 and 17 (post pp. 237-

242) it will be shown that if, as found as to the railroads

of the nation by the coordinator of transportation, 37%

of plaintiff's operating freight expense is incurred in

terminal yardings, then the proper application of the

Turnburke Method to plaintiff's interstate freight touch-

ing Washington would result in a greater interstate

freight revenue apportionment, and consequently a

higher percentage of system value apportionment to

Washington than that resulting from the tax commis-

sion's application of the Turnburke Method.

(5) Turnburke Method—Plaintiff's objection that

tax accruals not deducted as expense item, in computing

relative net earnings. In computing the relative net

earnings allocation factor, the commission made no de-

duction for taxes for either the state or the system, giving

as its reason:

"(1) Since taxes are themselves the subject of in-

quiry, the item of taxes should be excluded as an element
of apportionment;" (Defs' Ex. 53, p. 65, R. 2759.)

To this we might properly add that if taxes were

deemed a proper expense item in computing the relative

net earnings allocation factor for each of the states tra-

versed by an interstate road, we would find the percentage

of system value thus apportionable to each state depend-

ing, in a measure, on the amount of taxes imposed by the

several states. Surely it could not be seriously argued

that apportionment of system value should be based,

either in whole or in part, on the relative amount of taxes
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exacted of an interstate railroad by the various states

traversed.

In any event, the following figures show that had

taxes been included in the commission's computation, the

results would not have been materially changed:

The record shows the following to be the system tax

accruals for 1934 and 1935, after net adjustments due to

litigation and retirement act:

For 1934: $5,312,592 and for 1935: $5,286,070.

(Plff'sEx. 1, p. 11, R. 2235.)

The taxes levied in Washington for the same years,

including excises (occupation tax, filing fee of Dept. of

Public Service, sales and fuel oil taxes) were as follows:

For 1934: $1,822,584 and for 1935: $1,558,566. (Plff's

Ex. 1, p. 22, R. 2250.)

The percentage of system taxes imposed by the state

of Washington for these two years were thus:

Percentage of
System Taxes

Washington System Imposed In
Washington

For 1934 $1,822,584 $5,312,592 34.31%
For 1935 $1,558,566 $5,286,070 29.48%

The percentages of system value in Washington as

computed by the commission by the Turnburke Method

were 35.16% for the 1935 assessment, and 33.60% for

the 1936 assessment. (Defs' Ex. 53, R. 2767.)

Thus, in each of the years 1934 and 1935 we find the

percentage of plaintiff's taxes imposed by Washington

to be less than the Washington percentage of commer-

cial value of plaintiff's operating property for the next

suceeding year indicated by relative net railway operat-

ing income before taxes. This indicates, of course, that
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had taxes actually been deducted for 1934 and 1935,

respectively, the resulting factor would have been greater

than without such deduction.

Plaintiff may possibly contend, however, that since

the tax commission used five-year averages (1930 to 1934;

and 1931 to 1935, respectively) in computing the net

earnings factors for the 1935 and 1936 assessments, it

should have included in its calculations the tax accruals

for both Washington and the system for the years 1930

to 1933. But with this we cannot agree. Under the new

system of taxation adopted by initiative at the 1932 gen-

eral election and reenacted every two years since that

time (the 40-mill Act) the state has adopted the policy

of relieving property of a great part of the tax burden

it previously carried.

The following is quoted from State v. N. P. Ry. Co.,

183 Wash. 33, 42-3, 48 Pac. (2d) 931:

"Attention at this point should be called to chapter

4 of the Laws of 1933, p. 47 * * * which was initia-

tive measure 64, and generally referred to as the '40-mill

tax limit for taxation' law. In that act, it was provided
that the aggregate of all taxes upon real and personal

property in the state should not exceed in any one year
forty mills on the dollar of assessment valuation, which
should be based upon fifty per cent of the true and fair

value of the property in money, with some exceptions
which are not here material. The respondent, by reason
of this law, has been relieved from paying a very large

sum of money as taxes upon the property which it owns
in this state and which was subject to taxation, even
though devoted to interstate commerce. It is a matter
of common knowledge that, under the 40-mill tax limit

law, property is now paying about half of what it paid
for general taxes prior to the passage of that law; in

other words, that, by reason of the law limiting the
amount to forty mills, the tax burden upon both real
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and personal property of the state has been reduced ap-
proximately one-half."

Averages of operating and other statistics for a

period of past years are used for both valuation and

allocation purposes, on the theory that such averages

reflect conditions likely to occur in the future. Since,

therefore, it cannot be said,—in view of the state's new

tax policy,—that the comparatively high property taxes

levied in 1933 and prior years, are likely to recur, we
submit that if taxes are to be used in the calculation

of a net earnings allocation factor, the tax commission

would not have been justified in considering the taxes

imposed prior to the year 1934.

And with this position, plaintiff's witness, Peterson,

agrees. To quote from his testimony:

"The allocation factor like any figures bearing upon
the value of the system should bear in mind conditions

likely to recur. The inmiediate past is supposed to be
used as a guide of what the future will bring forth.
* * * You ask whether or not, in view of the fact

of the change of policy of the State of Washington in

regard to the imposition of taxes, and the shifting of the

tax burden, I do not agree that it is the taxes for 1934

and 1935 that should be used in computing the net rail-

way operating income rather than the taxes actually

imposed in these prior years, in view of the fact that we
are using only these statistics for the purpose of showing
as best we can what the conditions in the future will be.

Well, I think that there has been a marked reduction

in taxes in the given year,—that is, if that condition

exists, that the proper basis to use is the then existing

condition, and not a remote condition. You ask if it is

not true, in other words, that if there appears to have
been a great reduction in taxes in 1934 and 1935 com-
paratively, then it would be proper in your calculations

for the purpose of apportionment to use those taxes as

a basis rather than the actual taxes imposed for 1932



199

and 1933 and 1931. I think that is correct, because it

would indicate the present situation." (R. 1277-8.)

It seems plain, under the circumstances, that if taxes

are to be considered a proper element in the computa-

tion of a net earnings allocation factor for the 1935 and

1936 assessments, no consideration should be given to

the taxes prior to 1934.

This being true, it clearly appears that plaintiff was

in no way prejudiced by the failure of the tax commis-

sion to include taxes as an expense item in calculating

its allocation factors.

Recalculation, eliminating valid objections to Commission's

net earnings factor, fails to change the result.

A recomputation of the Turnburke factor was made

for the purpose of eliminating certain of plaintiff's ob-

jections, and also certain other valid criticisms suggested

by both defendants' and plaintiff's witnesses. Thus, in

such recalculation, the following corrections were made:

(a) Relative per-ton-mile cost of only interstate

freight traffic used. This was made possible by a special

study made by plaintiff in another state suit wherein the

relative per-ton-mile cost of hauling Washington inter-

state and intrastate freight was determined. {Post pp.

266-9.)

(b) Foreign line switching costs eliminated. It ap-

pearing that the cost involved in switching the cars of

other carriers is not incurred in the line-haul or other

movements of plaintiff's own freight operations, the same

was eliminated from both the numerator and denomi-

nator in determining relative cost of hauling plaintiff's

system interstate freight within and without the state.
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The revenues from such switching service for both Wash-

ington and the system being known, the expenses inci-

dent thereto (not being separately shown in plaintiff's

reports) were determined by applying to such revenues,

the system freight operating ratio, i. e., the ratio which

the system freight operating expenses bore to the system

freight operating revenues. This method of elimination

was followed by plaintiff in another case. {Post p.

270.)

(c) Fixed rate of return instead of actual system

return used in computing capital cost. In computing

the relative cost of capital invested, a fixed return of

5.75% on depreciated reproduction cost was used instead

of the system return thereon for the particular year, as

suggested by Mr. Turnburke. The propriety of this cor-

rection was supported by defendants' witnesses, and

conceded by plaintiff's witness, Peterson. (Post p.

271.)

(d) Net joint facility rent income not deducted from

operating expense. In the commission's computations of

the relative cost of hauling interstate freight within and

without Washington, the net joint facility rent income

received for the use of plaintff's tracks by foreign lines,

both within and without Washington, were off-set as a

credit against interstate freight costs. This was conceded

by both parties to be improper. That such joint facility

rents have nothing to do with plaintiff's interstate freight

costs, and hence that no such off-set should be allowed,

was the opinion of both plaintiff's and defendants' wit-

nesses. (Post pp. 273-4.) As Mr. Newell observed, had

such net joint facility rent income in Washington been
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ten times as great, such off-set might have left no operat-

ing expense at all! (R. 2142.)

It was Mr. Newell's opinion that since joint facility

rents do not result from plaintiff's own railway opera-

tions, the commercial value of the property rights repre-

sented thereby (to be ascertained by capitalization at an

appropriate rate) should, like other non-carrier property

values, be deducted from the system commercial value,

and an allocation made of only that part of the system

property used in plaintiff's own railway operations, after

which the commercial value of the property rights rep-

resented by plaintiff's Washington net joint facility rent

income (the same being taxed in Washington as part of

plaintiff's operating property), should be added to the

value thus allocated to Washington. (Post pp. 274-7.)

Same—Recalculation of Turnburke factor.

This recomputation was made by Don W. Stuver, a

civil engineer with a wealth of experience, employed as

the commission's valuation engineer, and is explained in

detail in Appendix I. (Post pp. 278-289.)

The percentages of system value apportionable to

Washington found by Mr. Stuver on such recomputation

were 35.33% for the 1935 assessment and 35.11% for the

1936 assessment, as compared with the commission's orig-

inal percentages reached by the Turnburke Method of

35.16% and 34.33% respectively. (See Defs' Ex. 64, Sheet

3, Une '%" R. 2878.)

Further evidence confirming accuracy of Commission's net

earnings factor.

As already noted, the only real objection urged to

the Turnburke Method is that it apportions too much
interstate freight revenue to Washington.



202

The excess of such criticized apportionment over that

resulting from the mileage prorate is shown by Defen-

dants' Exhibit 86-A (R. 2961), which shows the mileage

prorate apportionment of interstate freight revenue to

Washington contended for by plaintiff for each of the

years 1930 to 1935 and the annual averages for 1930-1934

and 1931-1935 as compared with the revenue apportioned

by the Turnburke Method. (R. 2088.) This exhibit

shows that by the Turnburke Method there was appor-

tioned to Washington interstate freight revenue exceed-

ing plaintiff's mileage prorate apportionment by 22.22%

for the 1930-1934 period, and 22.38% for the 1931-1935

period.

If, therefore, independently of the Turnburke for-

mula, the evidence shows that Washington is in fact en-

titled to interstate revenues exceeding the mileage pro-

rate apportionment by at least these percentages, plain-

tiff had no valid complaint.

Same—Rate Prorate apportionment. (Appendix J.)

By the rate prorate method, the total earnings from

each single interstate shipment are apportioned to the

terminal state in the proportion which the rate for the

portion of the haul within such state bears to the sum of

such state rate and the rate from the state boundary to

the point of origin or destination outside the state.

The theory of this method is that the relation of these

two rates indicates the carrier's own conception of the

relative value of the portion of the haul within the state

and the portion of the haul outside the state. See state-

ment of B. H. Meyer, senior member of Interstate Com-

merce Commission. (Post pp. 293-4.)
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A rate-prorate study of plaintiff's 1928 interstate

carload freight traffic was made in 1929, the details of

which are shown in Appendix J. (Post pp. 295-303.)

This study shows that by such rate-prorate method,

Washington was apportioned at least 25.89% more of

plaintiff's interstate carload freight revenue than by

plaintiff's mileage prorate method. (Defs' Ex. 108, R.

3219; post p. 303.)

This figure is to be compared with the lesser per-

centages of 22.22% and 22.38% in excess of the mileage

prorate apportioned by the Turnburke Method. (Defs'

Ex. 86-A, R. 2961.)

Same—Apportionment of interstate freight revenue by divi-

sions allowed S. P. & S. and other customary divisions.

So far as the N. P.'s east and west traffic is concerned,

the relation of the S. P. & S. system extending westerly

from Spokane to Portland and other Western Oregon

points, to the parent lines, the N. P. and G. N. east of Spo-

kane, is shown to be analogous to the relation of the plain-

tiff's railroad east and west of the Idaho-Washington bor-

der. {Post pp. 303-6.)

A special study of the S. P. & S. 1935 carload traffic

interchanged with the N. P. and G. N., and the relation

between divisions between such roads and the mileage

prorate division is described and the results shown in Ap-

pendix J. (Post pp. 306-310.)

The average mileage of haul of such traffic over the

S. P. & S. system on the one hand, and the N. P. and

G. N. on the other is likewise shown. (Post pp. 311-312.)

Another similar study was made of that portion of

such S. P. & S. traffic, referred to as "east-west traffic,"
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moving over the G. N. and N. P. to and from points east

of Spokane {post pp. 313-314) and also the average mile-

age of haul of such traffic over the S. P. & S. and over the

N. P. and G. N. (Post pp. 315-316.)

Failure of those making these studies to include a

mileage of freight haul via the N. P. in Montana 29.1 miles

in excess of the passenger haul resulted in the showing

of a smaller spread between the mileage prorate appor-

tionment and the actual divisions than the true facts jus-

tified. (Post p. 317.)

Same—Propriety of applying S. P. & S.-N. P. east-west divi-

sions to N. P east-west Washington interstate traffic.

A special study of the N. P. 1928 east-west Washing-

ton carload interstate freight traffic was made to deter-

mine the average miles of haul within and without the

state. (Post pp. 327-8.)

As we have said, a similar study was made of the

S. P. & S.-N. P. 1935 east-west carload traffic. (Post pp.

315-316.)

A comparison of the average miles haul within and

without Washington of the N. P. 1928 east-west Washing-

ton interstate carload traffic, with the 1935 S. P. & S.-N. P.

east-west carload traffic is as follows:

N. P. East-West 00^.0 mo
1928 Washington ?•*; * ^--^z ^/

Average Miles Interstate Car- "^^ East-West

of Haul load Traffic ^9-J}°P-^J'^°-^^
(Defs' Ex. 87, ^^|/^oq^c^\

*^'

R. 2962) ^- ^3^^)

In Washington 288 miles

Outside of Washington 1,186 miles

Total 1,474 miles

On S. P. & S. system 356 miles

On N. P 1,142 miles

Total 1,498 miles
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The excess of the actual divisions allowed the S. P.

& S. system over the mileage prorate apportionment on

this east-west S. P. & S.-N. P. 1935 carload traffic was

shown to be 42.68% (Defs' Ex. 83, R. 2956; post pp. 313-

314).

The propriety of using these divisions as a basis of

apportioning interstate freight revenues between the por-

tions of the N. P. road east and west of the Washington-

Idaho line, was recognized by the late Charles Donnelly,

plaintiff's former president, testifying in the 1925-1926

case. After agreeing that it would be possible to assume

a situation where separate companies owned the portions

of the N. P. east and west of Spokane, he was asked as

to what would constitute a fair division of interline reve-

nues as between such separate companies. Mr. Donnelly

replied:

"I suppose the best evidence of what would be fair

between them would be to consider what has actually

been done. In the case you are supposing, there is a case

that is actually realizable on the railroad map as it stands.

The Northern Pacific serves the City of Spokane and then
goes on to Puget Sound. But there is another railroad

extending from Spokane, the S. P. & S., extending down
the Columbia River to the City of Portland. We agree
on a division with the S. P. & S.; we give them a certain

percentage of the through rate. That percentage, of

course, is expected to be sufficient, under normal condi-
tions with all other traffic, to yield operating expenses
and a return. To date it has not yielded such a return on
that property." (Defs' Ex. 53, R. 2745.)

Mr. Newell, whose extraordinary qualifications as a

traffic expert have already been shown (ante pp. 177-8),

testified that he believed that because of the similarity

between the S. P. & S. lines and the N. P. Washington

lines, the divisions actually made between the S. P. & S.

and N. P. would afford a fair criterion as to what the di-
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visions equitably should be between the N. P. Washington

lines and the N. P. lines outside of Washington on such

east-west traffic. (R. 2127-8; post pp. 318-319.)

Same—Proper divisions as to N. P. north-south Washington
interstate traffic.

It was shown by plaintiff's witness, J. L. Burnham,

that the usual and customary divisions between connect-

ing carriers of interline freight revenue from through

shipments is a mileage prorate with a minimum of 25%
to the short line, and with the local rate over such short

line as the maximum. (R. 1440-1441, post pp. 319-320.)

In defendants' study, therefore, as to freight move-

ments having no counter-part in S. P. & S.-N. P. traffic,

this 25% minimum was used as the basis for divisions be-

tween the Washington end and the outside end of the in-

terstate haul.

Comparison between mileage prorate apportionment to

Washington of N. P. 1928 interstate freight revenue,

with apportionment of such revenue as to east-west

shipments by S. P. & S.-N. P. divisions, and as to north-

south shipments, on said 25% short-line minimum basis.

A special study was made of the N. P. 1928 Washing-

ton interstate carload freight traffic, wherein the mileage

prorate revenue apportionment to Washington was com-

pared with an apportionment to Washington of the reve-

nue from east-west shipments on the S. P. & S.-N. P. basis,

i. e., 42.68% in excess of a mileage prorate to the Wash-

ington lines, and an apportionment to Washington of the

revenue from north-south traffic on the basis of a mile-

age prorate with a 25% minimum to the short line. This

study is described in Appendix J. (Post pp. 320-327.)
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On the basis of such divisions it was shown that

22.06% more than a mileage prorate percentage of such

1928 N. P. interstate carload freight revenue was appor-

tioned to the N. P. Washington lines. (Defs' Ex. 86, line

"i," R. 2960; post pp. 326-7.)

Conclusions as to evidence supporting percentage of inter-

state freight revenues apportioned to Washington by
Turnburke Method.

As previously noted, by the Turnburke Method, the

commission apportioned to Washington for the 1930-1934

and 1931-1935 periods, respectively, but 22.25% and

22.38% of interstate freight revenue in excess of the mile-

age prorate apportionment. (Defs' Ex. 86-A, R. 2961.)

In support of these percentages it is shown that by

the rate prorate method, not less than 25.89% of such in-

terstate freight revenues in excess of a mileage prorate

are apportionable to Washington.

And according to plaintiff's own divisions with its

subsidiary, the S. P. & S. supplemented by other univer-

sally followed methods, and with all doubts resolved in

favor of plaintiff, 22.06% of such revenues in excess of the

mileage prorate is apportionable to Washington. (Defs'

Ex. 86, line "i," R. 2960.)

In view of this evidence, with plaintiff offering none

whatever to the contrary, we submit that the tax commis-

sion cannot be charged with fraud or caprice in fixing its

allocation percentages.

Contribution of Washington Lines to System revenues.

Before considering other highly persuasive alloca-

tion factors supporting the commission's factor, it is

thought proper at this point to call to the court's attention
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the evidence bearing on the importance to the system of

the N. P. Washington Hnes.

Washington's contribution to system earnings is in

part revealed by Defendants' Exhibit 56-A, from which

the following data is taken for the year 1934 (R. 2846)

:

Proportion of system freight revenues contributed by Wash-
ington traffic:

Intrastate Freight Revenues:

System revenues from intrastate freight $9,068,848

Revenue from Washington intrastate freight 4,882,700

Proportion of system intrastate freight revenue con-
tributed by Washington 53.84%

Interstate Freight Revenues:

Total system interstate freight revenue $34,136,977

Revenue from interstate freight touching Washington 19,939,957

Proportion of system interstate freight revenue con-
tributed by Washington lines as originating or dis-
tributing carrier (and as intermediate carrier for
the small amount passing through Washington to
and from Oregon, British Columbia, and Central
Idaho) 58.41%

Total Freight Revenues:

Total system freight revenue $43,205,825

Revenue from Washington intrastate
freight $4,882,700

Revenue from interstate freight touching
Washington 19,939,957

Total revenue from Washington intrastate freight and
interstate freight touching Washington 24,822,657

Proportion of total system freight revenue contributed
by Washington lines as originating or distributing
carrier (and as intermediate carrier for small
amount passing through Washington to and from
Oregon, British Columbia, and Central Idaho). . . . 57.45%

System Revenues per ton of interstate and intrastate freight:

System revenues per ton from Washington intrastate freight. $1.3603

System revenues per ton from intrastate freight in states

other than Washington 1.6161

System revenues per ton from Washington interstate freight. $7.6456

System revenues per ton from interstate freight not touch-
ing Washington 3.4340

In other words, plaintiff receives nearly two and a

quarter times as much revenue from the interstate

freight contributed by Washington as from the interstate



209

freight contributed by other portions of the system. Of

plaintiff's system intrastate freight revenues, 53.84% is

contributed by Washington, and of its system interstate

freight revenues, 58.41% is contributed by traffic either

originating or terminating in, or passing through Wash-

ington.

So much for Washington's contribution in freight

revenue. Its contribution to system tonnage and the

character of that tonnage is shown in Defendants' Ex-

hibits 73, 74 and 75 (R. 2927-2933), as explained by Mr.

Manschreck. (R. 1734-1741.)

But this is by no means Washington's full contribu-

tion to plaintiff's corporate income. The N. P. and G. N.

each owns 48.59% of the Burlington stock. The Burling-

ton, in turn, owns 70.48% of the stock of the Colorado &

Southern, which in turn owns 99.98% of the stock of

the Fort Worth & Denver City. (Defs' Ex. 10, R. 2627,

2785.) A glance at the map of the N. P. road including

the Burlington System (Defs' Ex. 97, R. 2984) shows

that from its western terminus and junction with the

N. P. at Laurel and Billings, Montana, one of the Bur-

lington lines extends southeasterly to Texas and through

connections to the Gulf of Mexico, and another line ex-

tends easterly to and through Omaha, Kansas City and

St. Louis, to Chicago. Other major Burlington lines ex-

tend from the Twin Cities to St. Louis and Chicago.

Mr. Cleveland estimated that 35% or 40% of the

N. P.'s lumber movements alone passed onto the Bur-

lington through the Laurel and Billings gateway. (R.

1064.)

Mr. Peterson testified that plaintiff has a tremendous

movement of traffic moving from the state of Washington
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to its Burlington connections (R. 1135), and that plain-

tiff's Washington properties have a great value to the

Burlington road from the standpoint of originating and

distributing freight. (R. 1273.)

Asked if he knew what proportion of the tonnage

of Washington freight passes through the Laurel gate-

way, Mr. Peterson replied that he didn't know the exact

tonnage but that it was a very great proportion of the

Washington interstate revenues. (R. 1283.)

The N. P. Washington lines thus make a tremendous

contribution to the N. P.'s corporate earnings not classi-

fied as net railway operating income. The fact is, of

course, that the N. P.'s Burlington stock holdings are in

reality a part of its operating property, and the courts

have so held. State of Minnesota v. N. P. Ry. Co., 139

Minn. 473, 167 N. W. 294; State of Minnesota v. G. N. Ry.

Co., 139 Minn. 469, 167 N. W. 297. And see Chicago, M.

& St. P. Ry. V. Minnesota Civic & Commerce Assn., 247

U. S. 490, heretofore reviewed (ante pp. 157-9).

True, the tax commission has, for convenience,

treated plaintiff's Burlington stock holdings as non-

carrier property, when, as we have shown, it should

properly be treated as operating property. But however,

treated, the fact remains that because of the magnitude

of their contribution to the Burlington traffic, the Wash-

ington lines have a far greater relative value to the N. P.

system (including the Burlington stock) than that re-

flected by comparative statistical data relating to the

operation of the N. P.'s physical properties alone.
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Percentages of system value apportionable to Washington

by methods other than the Turnburke Method.

The court will find the commission's allocation factor

supported by many reasonable factors including at least

one—relative reproduction cost—suggested by plaintiff,

and given one-third weight by the district court. (Find-

ing XX, R. 821.)

(1) Relative net railway operating income before taxes, if

sufficient interstate freight revenue apportioned to

Washington to make Washington freight operating ratio

same as that for system.

Considering their tremendously important contribu-

tion to both the N. P. and its subsidiary, the Burlington,

it would seem that plaintiff's Washington lines would be

entitled to a sufficient apportionment of the system inter-

state freight revenue to make its freight operating ratio

at least equal to that of the system. Ignore, for the mo-

ment, the question of return on investment, and consider

only relative operating costs. Is it not fair, we ask, that

Washington be allowed a sufficient amount of system

interstate freight revenue, so that the ratio of its inter-

state freight operating expenses to the interstate freight

operating revenues will be no greater than the same for

the system? There is no evidence to the contrary, and,

as we have shown, much evidence that the importance

of the Washington lines to the system more than justi-

fies such an apportionment.

Mr. Stuver testified that defendants' exhibit 66 is a

calculation showing the amount of interstate freight rev-

enue apportionable to Washington on the assumption

that the interstate freight operating ratio (relation be-

tween interstate freight operating expense and interstate



212

freight operating revenues) was the same for Washington

interstate operations as for the system, and showing the

relative net railway operating income before taxes re-

sulting from such apportionment. (R. 2048-2051.) This

exhibit shows the apportionments to Washington by this

as compared with the Turnburke Method to be as follows

(Defs' Ex. 66, R. 2908):

1935 1936
Assessment Assessment

Percentage of system net railway operating

income before taxes earned in Washington
if interstate freight operating ratio same in

Washington as for system 33.90% 33.26%

Percentage of system net railway operating

income before taxes earned in Washington
as shown by Turnburke Method 35.16% 34.33%

Commission's composite allocation factor (Defs'

Ex. 53, R. 2767) 34.47% 33.92%

(2) Relative depreciated reproduction cost.

This factor was shown to apportion to Washington

33.10% of plaintiff's system value as of the end of 1934,

and 33.11% as of the end of 1935. (Defs' Ex. 53, R.

2795). These percentages are to be compared with the

composite factors found by the commission of 34.47%

for the 1935 assessment, and 33.92% for the 1936 assess-

ment.

Same—Relative replacement cost factor makes due

provision for relative construction cost. In Wallace v.

Hines, 253 U. S. 66, one of the reasons assigned by the

court for condemning the use of a relative main track

mileage factor by a prairie state was that it did not re-

flect the distribution of relative construction cost. To

quote from the opinion:

"North Dakota is a state of plains, very different

from the other states, and the cost of the roads there was
much less than it was in mountainous regions that the
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roads had to traverse. * * * So looking only to the

physical track the injustice of assuming the value to be

evenly distributed according to main track mileage is

plain."

Same

—

Since replacement cost of a railroad is prima

facie its value, relative replacement cost must be pre-

sumptively its relative value. Said the court in O.-W. R.

& N. Co. V. Thurston County, 98 Wash. 218, 231, 167

Pac. 930:

"It is, of course, a necessary rule that, in valuing a

railroad, the first inquiry is as to its actual cost. That,

prima facie, is its value * * * ."

Where, by unity of use and ownership of separate

articles of tangible property there is developed a prop-

erty value in excess of the aggregate of the value of such

separate pieces of tangible property, such intangible

property value is to be found, not at its home office, not

in the state granting its owner its corporate franchise,

but instead, is distributed wherever its tangible property

is located and its work is done. Adam.s Express Co. v.

Ohio, 166 U. S. 185.

Is it not logical then to conclude that if the value of

the whole, following such fusion, is found to be less than

the sum of the values of the separate parts, the actual

value so found is likewise distributed "wherever its tan-

gible property is located and its work is done"?

If cost, or necessary cost, is, prima facie, the value

of the system, it must follow, of course, that relative

cost, or relative necessary cost, pnma facie represents

the relative value of different parts of the system.

To quote further from the Thurston County case

(98 Wash. 218, 231-2):
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"If it further appears that the net income of the road
does not amount to current rates of interest on its neces-

sary cost, and is not likely to do so, * * * or if the
utility of the road is not equal to its cost, then its value
is less than its cost, and must be determined by reference

to its utility alone."

Now, while later developments may show that the

so-called utility value of the whole system is less than

its cost or depreciated cost, this does not overcome the

other presumption that the relative cost or relative re-

placement cost represents the relative value of different

portions of the system. This presumption can be over-

come only by convincing evidence that the utility value

of different portions of the road is different than that

reflected by relative cost or relative replacement cost.

Of course, future earning power is the all-important

criterion of the commercial value of the system. It fol-

lows that relative future prospects from an earnings

standpoint is an all-important factor in determining a

correct factor for the apportionment of that system com-

mercial value. Plaintiff made no attempt to show the

relative future prospects of plaintiff's Washington prop-

erties and its properties outside of Washington, whereas

the court judicially knows that the Grand Coulee Dam
development in Washington and the devastating dust

storms of the North Dakota area have tended to make

the future prospects of the Washington section of plain-

tiff's road relatively brighter than the intermediate seg-

ments.

Same—Replacement cost as a rate base. Reproduc-

tion cost is a primary factor in determining rate-making

value. Hence relative reproduction cost must at least

reflect relative rate-making value. Permissible rates are,
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of course, one of the important considerations in deter-

mining earning capacity. The others would be operating

expenses and available traffic.

Same—Distribution of terminal values. In Wallace

V. Hines, 253 U. S. 66, one of the court's reasons for dis-

approving the use by North Dakota of relative main track

mileage was that such factor ignored relative terminal

values. To quote:

"It naturally follows that the great and very valu-

able terminals of the roads are in other states. So look-

ing only to the physical track the injustice of assuming

the value to be evenly distributed according to main
track mileage is plain."

It of course cannot be denied that relative reproduc-

tion cost is the only factor adequately reflecting distribu-

tion of terminal values. Said Prof. Meyer, senior member

of the I. C. C, in Census Bulletin 21, page 24:

"By this method the treatment of terminals, for in-

stance, would rest upon a definite and logical basis and
not upon a more or less intelligent conjecture."

In Louisville & N. R. Co. v. Bosworth, 209 Fed. 380,

432 et seq., the court could think of no way, other than

construction cost, of determining the amount of excess

terminal value.

Approval of relative replacement cost factor.

It was one of the factors suggested as proper by

plaintiff itself. (See Complaint, R. 12, 26.)

A special California Tax Commission appointed, to

investigate and report on the matter of revenue and taxa-

tion in California (Calif. Statutes, 1927, Chap. 455),

found, among other things, the market value of the vari-

ous interstate railroad properties in California, and in so
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doing, solved the problem of allocation between states,

by using relative historical cost.

Final Report of Calif. Tax Commission, submitted
to the Governor, March 5, 1929, p. 220.

A committee of the National Tax Association reports

as follows:

"Physical valuation is, of course, the very best in-

dex of property distribution."

Proceedings 16th National Conference, 1923, p. 406
(Defs' Ex. 77, R. 2950.)

Census Bulletin 21. Pursuant to act of Congress of

March 6, 1902, a survey was made by the department of

commerce and labor of the commercial value of the rail-

roads of the nation. Census Bulletin 21, issued pursuant

to this survey, contains a discussion of the "Methods for

the distribution of railway values among states." The

author, Professor Balthaser H. Meyer, was for many years

a member of the faculty of the University of Wisconsin

and a member of the Wisconsin Railroad Commission,

and is now senior member of the Interstate Commerce

Commission. (Defs' Ex. 53, p. 24, R. 1216, 2718.)

To quote from Census Bulletin 21:

"The distribution of railway values among states is

in some respects the most difficult problem connected
with this investigation, and its solution is much less sat-

isfactory than that of ascertaining the values of systems
as a whole. Every railway system is an entity. It is a

whole which cannot be arbitrarily separated into its con-

stituent parts, especially when the lines of division are

political rather than commercial. Every method for the

assignment of values to states is vulnerable at some
point; it breaks down somewhere, either in its practical

application or in the reasoning by which it is established.

Those methods have been selected in this investigation

which best meet the requirements of logic and of feasi-
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bility. A brief discussion of competing methods for the

distribution of values among states follows.*********
"According to the cost of reproduction method of

apportioning railway values among the states, each state

receives such a part of the total value of the system as

the cost of reproduction of that part of the system within
its borders is a part of the cost of reproducing the whole
system. It does not mean that the cost of reproduction
is to be regarded as the equivalent of the commercial
value of a railway, for it is not, but rather that the cost

of reproduction of the whole and of the various state

parts shall constitute the terms of the ratios in accord-

ance with which total values shall be distributed. By
this method the treatment of terminals, for instance,

would rest upon a definite and logical basis and not upon
a more or less intelligent conjecture. Even an engineer's
estimate of the cost of reproduction will have enough
of conjecture in it, but it will reduce the element of

guesswork to a minimum. The cost of reproduction
method carries with it a greater degree of demonstrable
certainty and conviction than any of the others which
have been proposed. The impossibility of employing it

in the present valuation was pointed out in the discus-
sion on methods for valuing railway systems as a whole.
The objections to using this method as a basis for dis-

tributing values are much the same as those against the
acceptance of cost of reproduction figures as an expression
of the commercial value of a road. Values are not neces-
sarily large where the cost of reproduction would be
heavy, while values may be great where the cost of re-

production would be relatively small. But even assum-
ing that the commercial value of railway property and
the estimated cost of reproduction of that property are
represented by lines which cross and recross each other
at various points and angles, it is, on the other hand, un-
questionably true that, all things considered, a line repre-
senting a theoretically accurate distribution of values
and another representing the cost of reproduction will
run more nearly parallel than any other line which can
be drawn in the direction of values, based upon total
trackage, net earnings, tonnage, or any one or more of
the other methods suggested above, except gross earn-
ings; and, because of the greater ease with which the last
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can be ascertained, the decision must turn in its favor
for purposes of a commercial valuation." (Census Bulle-

tin 21, pp. 24-25.)

The Courts. The apportionment among states for

income tax and franchise tax purposes of the income of

corporations doing an interstate business, in the propor-

tion which their physical property in each state bears

to their total physical property, has been frequently sus-

tained by the courts.

Underwood Typewriter Co. v. Chamberlain, 254

U. S. 113, 120-21;

People ex rel. Bass, Ratcliff & Gretton v. State

Tax Commission, 232 N. Y. 42, 133 N. E. 122;

Bass, etc. Ltd. v. Tax Commission, 266 U. S. 271;

Gorham Mfg. Co. v. Travis, 274 Fed. 975;

St. Louis-San Fran. Ry. v. Middlekam,p, 256 U. S.

226.

From an examination of the opinion in Rowley v.

Chicago & N. W. Ry., 293 U. S. 102, 110-111, it is apparent

that the supreme court there sustained the Wyoming tax

commission's allocation factor for the reason that the

same was supported by relative reproduction cost and

relative net operating revenues as computed by the com-

mission.

By the district court. The trial court gave one-third

weight to relative replacement cost and two-thirds weight

to relative all track mileage. (Finding XX, R. 821.) But

why use relative all tracks at all with the infinitely more

persuasive and logical replacement cost factor before it?

The following reasons given by the tax commission for

refusing to use relative track mileage seem unanswer-

able:

"Since equal weight is given to each mile of track

whether it be a bridge, tunnel, or trestle, or whether it
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be in the desert, on a prairie, or on valuable urban lands,

this method fails adequately to reflect either relative con-

struction cost, or the relative value of terminal facilities

such as shops, docks, yards, warehouses, etc.

"The only purpose of using this factor seems to be
to reflect the distribution of the system physical prop-

erty among the states and then only in a loose and wholly
inadequate manner. Surely, used alone, it can be said

to reflect neither the relative extent of use nor the rela-

tive value of the use of the Company's property. The
distribution of the Company's physical property, both
line mileage and terminals being reflected with substan-
tial accuracy, by the relative physical property factor

proposed by the N. P., it seems both unnecessary and
improper to use this faulty track mileage factor to ac-

complish the same purpose." (Defs' Ex. 53, R. 2728-9.)

Appellants' conclusions as to relative replacement

cost factor. While this factor does not apportion to Wash-

ington quite the percentage of system value to which the

commission believes the state entitled, nevertheless ap-

pellants believe that no more practical justice could be

meted out to both the railroads and the states than by

adopting relative replacement cost as the sole factor

properly to be used by each of the several states traversed

by an interstate railroad,—and for the following reasons:

(1) With the aid of the I. C. C.'s appraisal and the uni-

form accounts required to be kept by the interstate roads,

the factor can be computed with reasonable accuracy;

(2) it meets all of the objections to the relative mileage

factors which the courts, in numerous cases, have been

called upon to consider and (3) most important of all

from a practical standpoint, the several percentages used

by the interested states would in all cases add up to

100% and no more.

The importance of this last consideration cannot,

we submit, be ignored. If it is to be left to the discretion
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of these various state assessing boards to choose from a

hst of proposed factors yielding vastly different percen-

tages (over 50 7^ in the present case, Defs' Ex. 53, R.

2719), the almost inevitable result, in practice, will be

that these interstate roads will be paying taxes on state

valuations materially exceeding 1007^ of the system

value.

It is true, of course, that relative cost does not neces-

sarily coincide with relative net earnings. But since,

as plaintiff contends, relative net is so difficult and ex-

pensive to determine, it would seem that the courts could

arrive at no more equitable conclusion than to choose

relative depreciated reproduction cost as the single ap-

portionment factor hereafter to be used.

(3) The Newell relative cost method of allocation.

The late J. P. Newell, a consulting engineer of ex-

tensive education and wide and long experience as a

rate and valuation expert (ante pp. 177-8), was the only

expert witness testifying for either plaintiff or defen-

dants regarding the allocation to Washington of plain-

tiff's system commercial value. Mr. Newell's testimony

in this regard (R. 2113-2211) will be found digested in

Appendix K (post pp. 329-339).

By his method, Mr. Newell found the proper ap-

portionment of system commercial value to Washington

to be 34.06% for the 1935 assessment (Defs' Ex. 103, R.

3189), and 33.78% for the 1936 assessment (Defs' Ex.

103, R. 3191).

In brief, it was Mr. Newell's theory that since prac-

tically everything with respect to a regulated utility,

including the service rendered, was valued on a cost
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basis, it logically followed that the contribution of a

state segment of an interstate railroad to the value of

the entire system, and consequently the state's proper

apportionment of such system value, was best evidenced

by the relative cost (including capital cost) incurred in

such state in producing the common value of the entire

system.

In computing his factor for a given year, Mr. Newell

first divided the tax commission's commercial system

value of plaintiff's road into its two component parts:

(a) That value resulting from plaintiff's own rail-

way operations (which we will call "operating value");

and

(b) That value resulting from plaintiff's ability to

lease the joint use of portions of its road to other operat-

ing railroad companies for their own use (which we will

call "joint facility value").

Finding the system "operating value" to be $189,-

497,085 (commercial value less "joint facility value")

for the 1935 assessment, and the five-year average cost

of plaintiff's own operations in Washington including

capital cost, to be 29.90% of its total system cost, Mr.

Newell applied this percentage to such system "operat-

ing value" of $189,497,085 and thus found plaintiff's

Washington "operating value" to be $56,659,628.

The Washington "joint facility value" was found by

capitalizing at 5% the five-year annual average net ren-

tals received by plaintiff from its Washington joint

facilities leased to other roads. This Washington "joint

facility value" being found to be $22,121,240 was added

to the Washington "operating value" (found, as we have
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said, to be $56,659,628), making a total commercial value

thus apportioned to Washington of $78,780,868, or 34.06%

of the system commercial value.

By a similar calculation, the percentage was found

to be 33.78% for the 1936 assessment.

As stated above, for a more complete and detailed

explanation of Mr. Newell's method of allocation, see

Appendix K {post pp. 329-339). The calculations them-

selves were reduced to the form of an exhibit. (Defs'

Ex. 103, R. 3188-3191.)

A study of Mr. Newell's testimony (R. 2113-2211;

post pp. 329-339), shows, we submit, that, aside from rela-

tive replacement cost, the Newell Method is probably

the most equitable and practical, and least vulnerable to

valid objection, of any method yet devised for the ap-

portionment of system railroad value between states.

May we quote the following from Mr. Newell:

"I have considered that this railroad is a single en-

tity, and you cannot get at value by taking the sum of

the values of its parts, and saying that the value of it

is greater than the sum of any partial value that could
be made, because the different parts are helping each
other out. What is done in one part of it, the facilities

furnished in one part of the road, or the traffic that is

created there, is a benefit to all the rest of it. * * *

I do not think there is any possibility by any process

that anyone can devise that could fairly and accurately

distribute those values which each is contributing to the

other." (R. 2154-5.)

For instance, company freight such as fuel, rails,

ties, and other construction and repair material intended

for use on one segment of the system, is hauled back
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and forth over other segments not directly benefited.*

Empty cars move back and forth across one portion of

the system for use in other portions. All of these opera-

tions contribute to the system earnings and resulting

commercial value, and we confidently believe the court

will agree with Mr. Newell that the contributions of

these various segments of the road to system value can-

not be satisfactorily measured save on the basis of rela-

tive cost.

(4) Relative net earnings before taxes computed on the

Newell basis.

Mr. Newell, as we have shown, apportioned to Wash-

ington system operating commercial value directly on the

basis of relative cost including capital cost, and added

thereto Washington joint facility commercial value. As

a check on this method, Mr. Stuver prepared an exhibit

wherein he apportioned plaintiff's system revenues from

its own railway operations to Washington on the basis

of relative cost including capital cost, and with such

apportioned revenues as a basis, computed the Washing-

ton net railway operating income before taxes, which

he found to be 36.70% and 37.86% of that of the system

for the 1935 and 1936 assessments respectively. (Defs'

Ex. 67, R. 2911; post pp. 344-5.)

Mr. Stuver's exhibit is more fully explained in Ap-

pendix L. {Post pp. 340-345.)

(5) Allocation by a factor giving proper weight to relative

net joint facility rents and relative all track mileage.

The district court, both in this and the former Adams

County case (1 Fed. Supp. 163) chose an allocation fac-

* Mr. Turnburke testified in the Weeks case that the expense
involved in hauling company freight was roughly 10% or 12% of
the total. (Defs'. Ex. 100, R. 3047.)
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tor computed by giving two-thirds weight to relative all

track mileage and one-third weight to relative depre-

ciated replacement cost. (Finding XX, R. 821.)

It is apparent, of course, that while in a degree indi-

cating distribution of physical property, such a factor

fails to reflect relative earnings, and particularly the

large proportion of system net earnings realized from

joint facility rentals derived from plaintiff's Washington

properties. Any fair factor should, we submit, give due

consideration to the large contribution to plaintiff's sys-

tem net earnings of the rentals received from tenant

carriers for the use of the Portland-Seattle line (Defs'

Ex. 53, R. 2794), and other Washington properties. Were

the Portland-Seattle line used exclusively by tenant lines,

there could not be the slightest doubt but that its con-

tribution to the value of plaintiff's Washington properties

would be measured by the rentals received. Why, then,

should not Washington be given full credit for the rental

income from virtually an undivided two-thirds interest

in that line?

Let us suppose that no part of plaintiff's net earnings

were contributed by joint facility rentals; in other words,

that plaintiff's entire net income resulted from its own

railway operations and none whatever from the rental

of its lines to others, what then would be the court's

view as to allocation? Most assuredly the court would

agree in such case, that in view of the extensive terminal

properties and relatively high construction cost in Wash-

ington, the relative all track mileage apportionment

would represent the very minimum that could be, on any

possible theory equitably apportioned to Washington.
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In this connection, it is significant that the relative

all tracks factors of 29.77% and 29.74% respectively for

the 1935 and 1936 assessments (Finding XX, R. 821), are

practically identical with the ratio between the cost of

Washington operations and the total of such costs for

the system (Defs' Ex. 67, R. 2911), which will be found

to average 29.925% for the 1935 assessment and 29.891%

for the 1936 assessment. (The comparable figures found

by Mr. Newell were 29.90% and 29.86% respectively;

Defs' Ex. 103, R. 3189-90.)

On the theory, then, that the portion of plaintiff's

system commercial value growing out of its own railway

operations is properly apportionable on the basis of rela-

tive cost, it seems that this element of system commercial

value may equitably be apportioned on the basis of rela-

tive all track mileage which virtually coincides in per-

centage with relative cost.

Why, then, would it not be eminently fair in the

present case to apportion to Washington that part of the

system value represented by the contribution of net

joint facility rental income to system earnings by a rela-

tive joint facility rent income factor, and to apportion

the balance of the system value representing the value

derived from plaintiff's own railway operations, by the

relative all track mileage factor?

From underlying data already in the record, we have

computed such a composite factor. In so doing, we have

borne in mind that reported joint facility rentals cover

not only the actual rentals but also the contribution of

the tenant lines to the taxes paid on the leased facility.
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(R. 1518.) This being true, it has been deemed proper

to compare reported system net joint facility rents, not

with net railway operating income—the system income

after deducting taxes—but with net railway operating

income before taxes, and in computing the composite

factor, to give to the joint faciUty rent income factor

only that percentage of weight which the system net

joint facility rent income bears to system net railway

operating income before taxes. The difference between

that percentage and lOO^f is given to the relative all

track mileage factor.

The resulting percentage is 34.14% for the 1935 as-

sessment and 34.67 ^/f for the 1936 assessment, as com-

pared with 34.477. and 33.92% respectively found by the

tax commission. (Defs' Ex. 53, R. 2767.)

Our computations are shown on the following page:
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For the court's convenience, may we now summarize
in tabular form the evidence offered by defendants in

support of the tax commission's allocation factors:

1935 1936

Assessvient Assessment
Percentage in excess of mileage prorate appor-

tionment, of interstate freight revenue appor-
tioned to Washington by Turnburke Method—5 year averages—(Defs' Ex. 86-A, R. 2961) 22.22% 22.38%

Percentage in excess of mileage prorate appor-
tionment, of 1928 interstate carload freight
revenue apportioned to Washington by Rate ^^28 traffic 1928 traffic

Prorate Method (Defs' Ex. 108, R. 3219) 25.89% 25.89%
Percentage in excess of mileage prorate appor-

tionment, of 1928 interstate carload freight
revenue apportioned to Washington by appli-
cation of SPS-NP divisions and other recog-
nized methods (Defs' Ex. 86, R. 2960) 22.4% 22.4%

1935 1936

Assessment Assessment
Allocation factor used by Commission (Defs'

Ex. 53, R. 2767) 34.47% 33.92%
Relative depreciated reproduction cost alloca-

tion factor (Defs' Ex. 53, R. 2795) 33.10% 33.11%
Relative net earnings allocation factor com-
puted on assumption that Washington inter-
state freight operating ratio same as that for
system (Defs' Ex. 66, R. 2907) 33.90% 33.26%

Allocation by Newell relative cost method
(Defs' Ex. 103, R. 3189, 3191) 34.06% 33.78%

Relative net earnings factor based on appor-
tionment of all revenues, freight and pass-
enger, on basis of relative cost (Defs' Ex.
67, R. 2911) 36.70% 37,86%

Allocation by Turnburke Method corrected to
meet all reasonable objections (Defs' Ex. 64,
line "s", R. 2878) 35.33% 35.11%

Allocation by apportioning by relative joint
facility rents factor, that part of system value
represented by contribution of such rents to
system earnings, and apportioning balance
of system value by relative all track mileage
factor (ante pp. 223-9) 34.14% 34.67%

In concluding our discussion of allocation, may we

repeat that since future prospects are vitally important

in the fixing of system value, so also the future prospects

of the various segments of the system must of necessity

be a factor of great importance in allocating system

value.
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In the 1925-1926 N. P. tax case, the district court

found that in 1925 31.92% and in 1926 32.12% of the

N. P.'s system value was located in Washington. (1 Fed.

Supp. 163, 194.) Since that time, the dust bowl has

developed in the Dakotas, greatly reducing the relative

value of the N. P. lines in that section, while it may
fairly be said that during the same period the future

prospects of the Washington territory served has ma-

terially brightened because of the Grand Coulee Dam
development and other factors. In view of these matters

alone, which the court may judicially notice, we submit

that in finding in 1935 and 1936 Washington's equitable

proportion of N. P. system value was 34.47% and 33.92%

respectively, it cannot be said that the tax commisison

either adopted a fundamentally wrong principle or was

actuated by fraud. The factors found by the commission,

we submit, should be sustained.

SPECIFICATION OF ERROR NO. 15

Court's error in finding the cash market value of plaintiff's

Washington operating property to be less than $90,000,000

and $88,500,000, respectively, as of the 1935 and 1936

assessment dates as found by the Commission.

Giving 80% weight to Washington's apportionment

of system stock and bond value, and 20% weight to Wash-

ington depreciated reproduction cost, the tax commis-

sion's calculations indicated values of $95,525, 321 and

$97,895,092 respectively for the 1935 and 1936 assess-

ments. (Defs' Ex. 53, R. 2770.)

But in reaching its final valuation the commission

said:

"However, because in reaching our deduction figures

for non-carrier and tax exempt property we have been
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compelled to use past net earnings as our chief guide as

to the larger items, and there is consequently the possi-

bility of an error of judgment in making such deductions,
the commission finds, in view of all the facts before it,

and making a generous allowance for such possible errors

of judgment, that the 100% assessed valuation before
equalization * * * should be, and hereby are, fixed

at the same figures found in making its original assess-

ments." (Defs' Ex. 53, R. 2774.)

The figures referred to totaled $90,000,000 for the

1935 assessment, and $88,500,000 for the 1936 assessment.

From an examination of the commission's calcula-

tions (Defs' Ex. 53, R. 2770), it will be noted that the

basic data used by the commission is the following:

(a) Market value of stock and bonds;

(b) Deduction for non-carrier property;

(c) Allocation factors;

(d) Depreciated reproduction cost in Washington.

Without conceding any actual error in the commis-

sion's figures, let us make the following recomputations

of the value of plaintiff's Washington operating proper-

ties by the commission's method, to see the effect of

making certain changes in the various basic figures other

than allocation percentages:

(a) Stock and bond value. We will use both the

commission's one-year average, and the district court's

five-year average of market quotations.

(b) Non-carrier property deductions. We will use

the commission's deductions as to N. I. Co., S. P. & S., and

Burlington stock. Roads leased, and Cash on hand, but

will make the following changes as to the other deduc-

tions (Defs' Ex. 53, R. 2716):
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(b-1) Land grant lands. Changed from $6,500,000

for each year, to $7,913,374 and $7,606,999 based on 6%
capitahzation of average annual net cash receipts for

14 and 15 years respectively. (Ante pp. 145-6.)

(b-2) Miscellaneous physical properties. Changed

from $8,788,562 and $8,426,337, respectively, to $9,500,434

and $10,318,811, respectively, the figures claimed by plain-

tiff and found by the district court. (Finding XIII, R.

809-810.)

(b-3) Miscellaneous stocks, securities and accounts.

Changed from $2,262,317 and $1,347,633, respectively, to

$3,527,666 and $2,795,399, the figures claimed by plaintiff

and found by the district court. (Finding XIII, R. 809-

810.)

(c) Allocation factors. The commission's figures

will be used.

(d) Washington depreciated reproduction cost.

Changed from $158,731,254 and $158,138,051, respectively,

to $154,928,152 and $153,696,606, respectively, by reason

of deduction claimed because of local taxation of certain

Washington properties classed by I. C. C. as operating

property. (Ante pp. 105-6.)

The changes made in the total for non-carrier prop-

erty deductions will therefore be as indicated in the

following table, the figures changed being indicated by

stars:



234

Calculation I—Changes in non-carrier deductions as indi-

cated.
1935 ASSESSMENT 1936 ASSESSMENT

Northwestern

Commission's
Figure

Figure
Used In

Recalculation
Commission's

Figure

Figure
Used In

Recalculation

Imp. Co. stock. $12,000,000 $12,000,000 $10,500,000 $10,500,000

S. P. & S. stock

and bonds .... 9,123,342 9,123,342 10,451,308 10,451,308

Burlington stock. 56,917,348 56,917,348 49,296,620 49,296,620

Land grant lands 6,500,000 7,913,374* 6,500,000 7,606,999*

Roads leased .... 5,879,483 5,879,483 5,839,400 5,839,400

Miscellaneous

physical prop-

erties 8,788,562 9,500,434* 8,426,337 10,318,811*

Miscellaneous

stocks, securit-

ies and accounts 2,262,317 3,527,666* 1,347,633 2,795,399*

Cash on hand .... 6,560,115

^108,031,167

6,560,115 8,307,996 8,307,996

Total ! $111,421,762 $100,669,294 $105,116,533

As calculations II, III and IV, we will now make

three separate recomputations by the commission's for-

mula, of the value of plaintiff's Washington operating

properties for the two assessment years involved, in each

case using the commission's figures with the following

exceptions: In each we have made the correction in

Washington reproduction cost indicated above (see ante

pp. 105-6); in calculation II we have made the revised

non-carrier deductions shown in calculation I above; in

calculation III we have used five-year stock and bond

quotations and the commission's non-carrier deductions,

and in calculation IV we have used five-year stock and

bond quotations and the revised non-carrier deductions

shown in calculation I above:
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Calculation II (1-yr. stock and bond quotations; revised

non-carrier deductions; corrected depreciated reproduc-

tion cost. See Defs' Ex. 53, R. 2770).

1935 1936
Assessment Assessment

Market value of outstanding stock and
bonds as reflected by market quotations
for year ending with February of assess-
ment year $339,315,872 $344,874,344

Deductions for non-carrier property (Com-
mission's figures as changed in Calcula-
tion I) 111,421,762 105,116,533

Value of N. P. system operating property
indicated by one year average of stock
and bond quotations $227,894,110 $239,757,811

Commission's allocation factor 34.47% 33.92%

Stock and bond value thus apportioned to
Washington $78,555,100 $81,325,849

80% of above figure $62,844,080 $65,060,679
20% of Washington depreciated reproduc-

tion cost: 20% of $154,928,152 for 1935
assessment; 20% of $153,696,606 for 1936
assessment $30,985,630 $30,739,321

Indicated value of N. P. Washington oper-
ating properties $93,829,710 $95,800,000

Calculation III (5-yr. stock and bond quotations; Tax Com-
missions's non-carrier deductions; corrected depreciated

reproduction cost. See Defs' Ex. 53, R. 2770).

1935 1936
Assessm.ent Assessment

Market value of outstanding stock and
bonds as reflected by market quotations
for five years ending with December
preceding assessment date (Finding XII,
R. 808) $349,259,078 $319,121,201

Deductions for non-carrier property found
by tax commission 108,031,167 100,669,294

Value of N. P. system operating property
indicated by five-year average of stock
and bond quotations $241,227,911 $218,451,907

Commission's allocation factor 34.47% 33.92%

Stock and bond value thus apportioned to
Washington $83,151,261 $74,098,887

80% of above figure $66,521,009 $59,279,110
20% of Washington depreciated reproduc-

tion cost: 20% of $154,928,152 for 1935
assessment; 20% of $153,696,606 for 1936
assessment $30,985,630 $30,739,321

Indicated value of N. P. Washington oper-
ating properties $97,506,639 $90,018,431
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Calculation IV (5-yr. stock and bond quotations; revised

non-carrier deductions; corrected depreciated reproduc-

tion cost. See Defs' Ex. 53, R. 2770).

1935 1926
Assessment Assessment

Market value of outstanding stock and
bonds as reflected by market quotations

for five years ending with December
preceding assessment date (Finding XII,

R. 808) $349,259,078 $319,121,201

Deductions for non-carrier property (Com-
mission's figures as changed in Calcula-

tion I) 111,421,762 105,116,533

Value of N. P. system operating property

indicated by five-year average of stock

and bond quotations $237,837,316 $214,004,668

Commission's allocation factor 34.47% 33.92%

Stock and bond value thus apportioned to

Washington $81,982,523 $72,590,383

80% of above figure $65,586,018 $58,072,306

20% of Washington depreciated reproduc-

tion cost: 20% of $154,928,152 for 1935

assessment; 20% of $153,696,606 for 1936

assessment $30,985,630 $30,739,321

Indicated value of N. P. Washington oper-

ating properties $96,571,648 $88,811,627

To be compared with Commission's value . $90,000,000 $88,500,000

As earlier pointed out, in 1932 the agreed cash mar-

ket value of plaintiff's Washington operating properties,

real and personal, was $105,000,000, and between 1932

and 1935 and 1936 no such change occurred in either

stock and bond quotations, net earnings, or reproduction

cost as to indicate a reduction in the value of plaintiff's

property greater than that indicated in the tax commis-

sion's assessments of $90,000,000 for 1935 and $88,500,000

for 1936. (Ante pp. 83-5.)

This being true, and in the light of the calculations

made above, we cannot agree that the tax commission

was guilty of either actual or constructive fraud in fixing

the assessments of plaintiff's properties.
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SPECIFICATION OF ERROR NO. 16

Special Master's error in refusing to allow defendants to

introduce in evidence Freight Traffic Report of Federal

Coordinator of Transportation showing relative railway

operating expense incurred within and without termi-

nals.

Defendants offered in evidence (R. 2221) a certified

copy of the Freight Traffic Report, Section of Trans-

portation, Volume One, made by the Federal Coordi-

nator of Transportation. (Defs' Identification 64-B, R.

2881.)

This report is the result of a study of the freight

traffic of the nation's carriers including railroads (other

than merchandise traffic), completed May 6, 1935, and

reveals (1) that yard operations, i. e., those conducted

in terminal areas, were responsible for 54% of all func-

tions of rail costs; (2) that of such yard operations ex-

pense, terminal yardings, i. e., those incident to the origi-

nation and termination of the car, accounted for 70%
of the total of such expense, and intermediate yardings,

i. e., those incident to the handling of cars in yards other

than origin and destination yards, accounted for the

balance; and (3) that such terminal yardings costs aggre-

gated 37% of rail costs. (Defs' Ex. 64-B for Ident., R.

2887-9.)

The master sustained plaintiff's objection to this

offer, not because the offer came too late (R. 2221), but

apparently on the ground that the same was hearsay.

(R. 2220.)

We believe this report to have been admissible.

Surely, it would be a document which the tax commis-
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sion might properly have considered in making the re-

assessment. If so, how can it be said to be an improper

document for consideration by a court called upon to

determine whether the commission fraudulently over-

valued the taxpayer's property? It is hardly consistent,

we say, to hold the reviewing court to be controlled by a

stricter rule of evidence than that by which the commis-

sion is guided when making the assessment which is

attacked. The master's rejection of this report was preju-

dicial to defendants, we submit, for the following rea-

sons:

(1) Plaintiff was urging the master and district

court, in the apportionment of system value to Wash-

ington, to use factors based on (a) relative ton and

passenger miles, (b) relative car and locomotive miles,

(c) relative track miles, and (d) relative gross revenue

apportioned on a mileage basis, all based on mileage

statistics. (See Complaint, R. 12, 26.) One reason as-

signed by the commission for its refusal to use these

factor was their failure to give adequate consideration

to the distribution of terminal values and the service

rendered in such terminals. Defs' Ex. 53, R. 2720-2723,

2728-2753.) In the choice or rejection of proposed allo-

cation factors the tax commission would clearly have a

right to consult reports such as that of the federal co-

ordinator, as tending to show the relative importance

of the carrier's terminal operations, which it believed

to be largely ignored by plaintiff's proposed factors. This

being true, defendants were clearly prejudiced by re-

fusal of the master and district court to receive evidence

so clearly material on this point as the report in question.

(2) One of the principal objections urged by plain-
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tiff's witness, Peterson, to the relative net earnings alloca-

tion factor used by the commission, was the relative cost

apportionnient to Washington of the total system inter-

state freight revenues instead of such apportionment of

only the system revenues from interstate freight actually

touching Washington (R. 1086-7, 1096), it being con-

tended that the per-ton-mile revenue from interstate

freight touching Washington was materially less than

that from interstate freight not touching Washington.

(Plff's Ex. 56, R. 2337.)

Defendants sought to meet this objection by show-

ing that although revenue per-ton-mile might be less, the

cost of service outside of Washington was correspondingly

less on freight touching Washington than on freight not

touching Washington, for the reason that the movement

in other states of interstate freight touching Washington

involved but one terminal or transfer service and also in-

volved a much longer average haul. (R. 1251-4, 2146-

2152) At the time of offering the coordinator's report

in evidence, defendants also offered to prove that if the

relative cost involved in the line haul and terminal yard-

ings were as shown in such report, on the relative cost

basis, as much revenue would be assigned to Washington

from the 1934 interstate freight touching Washington as

that apportioned by the Turnburke Method used by the

tax commission. (See Defs' Ex. 64-C for Ident. R. 2890.)

We submit, therefore, that the master erred in re-

jecting defendants' identification 64-B, and the district

court erred in overruling defendants' Exception No. 107

(R. 686, 749, 751) to the master's ruling.
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SPECIFICATION OF ERROR NO. 17

Master's error in rejecting testimony of Don W. Stuver

showing amount of interstate revenue apportionable to

Washington on a relative cost basis if 37% of plaintiff's

rail costs incurred in terminal yardings.

After the master had sustained plaintiff's objection

to the admission of the coordinator's report (Defs' Ident.

64-B) referred to in Specification 16, it was stipulated

between counsel that were Don W. Stuver called as a

witness he would testify to the facts set forth in his af-

fidavit marked Defendants' Exhibit 64-C for Identifica-

tion. (R. 2890.)

Sheet one Exhibit 64-A attached to this affidavit (R.

2896) shows that if, as reported by the coordinator, 37%

of the total freight operating expense is incurred in

terminal yardings, then for the year 1934 as to plaintiff's

system, the operating expense incident to each such

terminal yarding would be the equivalent of the operating

expense incident to 89.52 miles of line haul.

Sheet 2 (R. 2897) shows that if such constructive

mileage be added for each terminal yarding, plaintiff's

cost of hauling interstate freight in Washington including

capital cost, would be $8,670,427 (line "n").

Sheets 3 and 4 (R. 2899-2901) show that if such con-

structive mileage be added for each terminal yarding,

plaintiff's system cost (including capital cost) of hauling

plaintiff's 1934 interstate freight touching Washington,

would have been $22,343,185 (line "p," sheet 4), the per-

centage of cost incurred in Washington would have been

38.81% (line "q"), and the total apportionment of the

$19,939,957 of system revenue from such freight (line
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"r") would have been $7,737,838 (line "s") as compared

with $7,654,473 apportioned by the Turnburke method,

(line "t".)

In other words, if the coordinator's report is correct,

and plaintiff's railroad operations come within the gen-

eral average, Washington is entitled to an apportionment

of as much or more interstate freight revenue from inter-

state freight actually touching Washington as that ap-

portioned to it by the application of the Turnburke

method, and is consequently entitled to as large an ap-

portionment of system value as that indicated by the

Turnburke method.

But irrespective of the coordinator's report, we sub-

mit that an assumption of 89.52 constructive miles as the

equivalent of a terminal yarding is by no means unrea-

sonable. In New York, N. H. & H. R. Co. Reorganization,

224 I. C. C. 723, the trustees in the bankruptcy proceed-

ings were called upon to keep separate accounts of the

operating revenues and expenses of the individual mort-

gaged or leased lines of the system involved in the pro-

ceeding. Such separate accounting as to individual lines

required that the trustees determine the equivalent in

constructive miles of line haul of the terminal cost per

loaded car, and this was found to be 109 miles. To quote

(224 1. C. C. 727):

"The constructive-mileage allowances are based on
a study of the debtor's road-haul and terminal costs.

The study developed that the average system road-haul
cost per loaded-car mile was 14 cents as compared with
the average system terminal cost per loaded car of $15.32
and an interchage cost per loaded car of $3.15. These
costs converted into mileage relationship produced the
constructive-mileage allowance of 109 miles for terminal
and 23 miles for interchange, and this same relationship
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applied to less-than-carload traffic produced the con-
structive-mileage allowance of 71 miles for terminal and
17 miles for interchange."

The trustee's method was approved by the I. C. C.

as being as fair and equitable as the circumstances would

permit.

Thus defendants were entitled to the benefit of these

Stuver exhibits, irrespective of the admissibility of the

coordinator's report.

For the same reasons urged with respect to the

master's rejection of the coordinator's report (Specifica-

tion 16), we submit that the master erred to defendants'

prejudice in rejecting the testimony and exhibits of Mr.

Stuver so offered, and the district court erred in over-

ruling defendants' exception No. 108 to the master's

report based on such rejection. (R. 686, 749, 751.)



243

CONCLUSION

For the reasons urged we contend

(1) That the decree should be reversed and the

suit dismissed as to both the 1935 and 1936 assessments

—

(a) Because plaintiff's complaint fails to state a

cause of action as to either of said assessments (see ante

pp. 32-43);

(b) Because none of plaintiff's complaints, either

original, amended, or supplemental, states a cause of

action with respect to the reassessments for either the

year 1935 or the year 1936 (see ante pp. 44-8)

;

(c) Because plaintiff neither alleged nor established

that plaintiff had no plain, speedy or efficient remedy at

law or in equity in the courts of the state of Washington

(see ante pp. 49-67)

;

(2) That the decree should be reversed in so far as

it grants any relief with respect to plaintiff's Washington

operating personal property for either the year 1935 or

the year 1936 (see ante pp. 67-71);

(3) That the decree should be reversed in so far as

the same is based upon a finding

—

(a) That the reassessment hearings accorded plain-

tiff were unfair to plaintiff (see ante pp. 72-6)

;

(b) That the tax commission's reassessment opinion

did not represent said commission's informed judgment

(see ante pp. 76-81)

;

(c) That the tax commission's method of valuing

plaintiff's Washington operating property was either

arbitrary or fundamentally wrong (see ante pp. 81-5);
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(d) That the tax commission's conclusions as to

stock and bond values (ante pp. 92-5), non-carrier prop-

erty deductions (ante pp. 107-161), depreciated reproduc-

tion cost (ante pp. 96-107), or apportionment of system

cash or commercial value to Washington (ante pp. 162-

231) were in any respect arbitrary or fundamentally er-

roneous;

(4) That the decree should be reversed for error in

the rejection of evidence as pointed out in Specifications

16 and 17 (see ante pp. 237-242)

;

(5) That the decree should be reversed and the

suits dismissed by reason of the insufficiency of the evi-

dence to indicate either fraud or arbitrary conduct on

the part of, or the use of fundamentally wrong methods

by, the tax commission.

Respectfully submitted,

R. G. Sharpe,
Special Assistant Attorney General of the

State of Washington, and

E. W. Anderson (of Counsel),
Attorneys for Appellants, King County,

et al.,

B. Gray Warner, Ralph E. Foley,
S. J. Krause, Thor. C. Tollef-
SON and Howard E. Phillips,

Prosecuting Attorneys of, and Attorneys
for, the respective Appellants, King,
Spokane, Grays Harbor, Pierce, and
Lincoln Counties, and their respective
Treasurers and County Commissioners.
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APPENDIX A

Excerpts from Lehigh Valley R. Co. v. Martin, 19 Fed.

Supp. 63.

"The constitution of New Jersey (art. 4, sec. 7, par.

12) requires that 'property shall be assessed for taxes

under general laws, and by uniform rules, according to

its true value.' (p. 64.)********
"For the purpose of taxation the properties of the

railroads are classified in the Railroad Tax Act of New
Jersey as main stem, other real property, personal prop-

erty and remaining property including the franchise.

"Briefly, the lands on which the railroads operate are

divided into parcels corresponding to the municipalities

in which they are located, and each parcel is assessed

on the basis of the valuation of contiguous lands for what-
ever purpose used; structures are assesser on the basis

of the cost of reproduction less depreciation; personal
property, such as engines, cars, machinery, is assessed on
the basis of its physical condition, marine property being
assessed on the basis of being in the state one-half of

the time; and the franchise is apparently assessed with-
out the application of formulae but at a figure which
represents the judgment of the State Tax Commissioner.
The aggregate of the four classes is the system value, or,

more properly, unit value, in New Jersey. * * *

(p. 65.)********
"The taxing authorities make no effort to consider

the system value of the interstate railroads. The physical
valuation of the property is made only on the railroad

property within the state of New Jersey.

"On the other hand, the railroads have offered a con-
siderable mass of statistics from which they attempt to

show the system value of the several railroads, using the
stock and bond method and the capitalization of earnings
method, to show the valuation of the particular railroad
system as a unit, and by the use of several factors have
attempted to allocate the portion of the system value to
which they contend New Jersey is entitled. They insist

that only by the use of the combination of the factors
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that they have proposed can the true value of railroad

properties of New Jersey be ascertained, and that in as-

certaining true value physical valuations can have no
place, (p. 71.)*********

"The burden of establishing that the allocations

'fairly reflect the relation between value of the system
as a whole and value of the part within a State' is

clearly upon the plaintiffs. They assert the allocation

and it is only fair that they demonstrate its equitable

application. No convincing proof is adduced to show that

the allocation to New Jersey by either the Lehigh theory

of all track miles or the Central proposal of proportion-

ing net income present formulae which fairly reflects

the relationship in question. The evidence offered in

these cases concerning the allocations to New Jersey was
in the nature of conclusions bereft of the necessary testi-

mony to sustain it.

"However, let us assume that the allocation had been
legally proved to have been applied equitably. * * *

The plaintiffs say, in effect, 'It is wrong to tax us upon a

physical valuation of our properties. We, the Lehigh,

should be taxed upon a capitalization of our net income
derived through allocating a portion of it to New Jersey

by applying the number of all track miles in New Jersey

as proportioned to the system. We, the Central, upon a

capitalization of that portion of our net income from our

New Jersey operation which we have recorded separ-

ately.' But the proofs are lacking to show the proper in-

clusiveness of their calculations.

"No proof of true value of the railroad property was
furnished by the railroads. The assessment by the state

is presumed to be legal. The condition of the record is

such that the court cannot determine even that the valu-

ation is excessive or improper and, if it had the power,
what would be fair and proper methods of valuation, their

elements, or comparative weight to be given on consider-

ation.

"The tables furnished by the railroads and the state

are merely the results of calculations—self-serving con-

clusions. There is nothing to determine how or why they

were reached.
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"This court has no proof before it of the operating

conditions of the railroads either in New Jersey or the

systems in relation to New Jersey, of the sources of

traffic, extent of terminals, of the marine facilities, of the

allocation factors furnished by the railroads or their

relative importance to New Jersey conditions. * * *

"It is important to recall that New Jersey is in the

center of the greatest metropolitan area of the country
and the greatest accumulation of wealth, business, in-

dustry, and traffic. The terminals of the railroads of

New Jersey are an important part of the Port of New
York, which we understand is the largest and most im-
portant in the world, (pp. 78-9.)

"It is very interesting to note that the railroads vigor-

ously deny the right of the state authorities to take into

consideration for any weight the Interstate Commerce
Commission's valuation figures. From the evidence pre-

sented it would appear that the significance may lie in

the fact that those figures may far exceed even the state

authorities' valuation of the railroads, although such a

deduction is not founded upon the production of the re-

ports themselves but rather from opinions of the Inter-

state Commerce Commission with reference to applica-

tions to the Reconstruction Finance Corporation for

loans, (p. 80.)

"The plaintiffs here request relief which would be
tantamount to substituting a mode of calculating assess-

ments agreeable to themselves for the method used by
the state of New Jersey without supporting their pro-
posal with a foundation of substantial testimony and evi-

dence upon which it may rest.

"If we were to hold that the plaintiffs are arbitrarily

taxed in excessive amounts in this state in these cases,

are we to accept the arbitrary allocation of values by the
plaintiffs to New Jersey and so fix the valuations of New
Jersey properties without better proof of the justification

of such allocations than now appear in the record before
us? And if the justification of such allocations were
actually conceded, are we to assume that it is within
the power of the federal court to then create out of its

own opinion what shall be the formula—what percentage
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of stock and bond value, if any, what percentage of

capitalization of income, if any, and what percentage of

cost or reproduction value should go to make up the

equation from which the total valuation should be found?
If this power rests in the court, it is inconceivable that

it can be exercised until there is first supplied substan-

tial proofs from which conclusions and reasonable infer-

ences may be drawn. Otherwise, it would not only act in

the place of the assessing authorities of the state but
would function without the benefit of the facts, technical

knowledge and the experience with which an assessing

body acts in assessing valuation, or at least should so act.*********
"The relief prayed for must be denied and the in-

junctions heretofore granted dissolved." (p. 82.)
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APPENDIX B

Excerpts from Lehigh Valley R. Co. v. Martin (C. C. A.

3rd Circ), 100 Fed. (2d) 139.

" * * * It is not an exaggeration to say that

physical valuations constitute the assessments, valuation

of franchises aside, as contended by the appellants, and
it is obvious that many items which could properly be
considered in estimating valuations for tax assessments
have not been considered by the taxing authorities at all.

System values have been disregarded except to the very
slight degree indicated in arriving at the valuation of

franchises. Capitalized average income and capital

charges have not been considered. Revenue ton miles,

passenger and freight miles, both as to the entire systems
and as to trackage in New Jersey, have been disregarded.

Little emphasis has been placed upon the functional

values of the appellants' properties. The record now
before us convinces us that the method of assessment em-
ployed by the State of New Jersey for railroad properties

may be justly criticized and might well be subject to

revision, (pp. 142-143.)

"No single technique or method has ever been
adopted for valuation of railroad properties by taxing
authorities and a wide variety of methods has been em-
ployed. The Supreme Court of the United States has
frowned upon a strictly mathematical method of ap-
praisal. See Rowley v. Chicago & Northwestern R. R.
Co., 293 U. S. 102, 109, 55 S. Ct. 55, 58, 79 L. Ed. 222.

It was stated in this case: 'Facts of great variety and
number, estimates that are exact and those that are
approximations, forecasts based on probabilities and con-
tingencies have bearing and properly may be taken into

account to guide judgment in determining what is the
money equivalent—the actual value—of the property.'
In Great Northern Ry. Co. v. Weeks, 297 U. S. 135, 139,

56 S. Ct. 426, 80 L. Ed. 532, the Supreme Court made it

plain that in determining assessments a taxing board is

not bound by any formula, rule or method but is free to

consider all pertinent facts and give them reasonable
weight. In the cited case Mr. Justice Butler said (page
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428) : 'Courts decline to disturb assessments for taxation
unless shown clearly to transgress reasonable limits.

Over-valuation is not of itself sufficient to warrant in-

junction against any part of the taxes based on the chal-
lenged assessment; mere error of judgment is not enough;
there must be something that in legal effect is the equiva-
lent of intention or fraudulent purpose to overvalue the
property and so to set at naught fundamental principles

that safeguard the taxpayer's rights and property.'

"It is the law that an erroneous or arbitrary method
of assessment whereby pertinent facts are omitted from
consideration by the taxing authorities resulting in over-
valuation of a taxpayer's property constitutes an abridg-
ment of the rights of the taxpayer under the Fourteenth
Amendment, U. S. C. A. Const. Amend. 14. * * *

"Can it be said with justice that the method of as-

sessment pursued by the taxing authorities of New Jersey
in the cases at bar proceeded upon erroneous principles

to such an extent that the appellants were deprived of
their rights under the Fourteenth Amendment or an un-
reasonable burden was placed on interstate commerce?
As we have stated, the method of assessment employed
was based primarily upon the value of assets within the
State of New Jersey and had little regard for system
values. The valuation of main stem properties was ar-

rived at upon the valuation of properties adjacent to the
rights of way. In that respect the method of assessment
employed might well be deemed to have been erroneous,

but we think it must be admitted that physical valuations
of tangible property used as part of railroad systems,
such as locomotives, signal towers, bridges, and terminal
equipment, made as in the case at bar, bear a substantial

relationship to their true or actual value in the operation
of railroad systems. As indicated heretofore by the
repetition of the testimony of Focht, some consideration
was given by the taxing authorities to the practical value
of the equipment of the appellants. It must also be borne
in mind that the terminal properties of the appellants

within New Jersey are unusually extensive due to the
facilities for shipping afforded by tidewater. We think
that it would be generally conceded that the values of

terminal properties upon tidewater do bear a relationship

in value to other properties similiarly situated, though
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not used by railroads. In valuations of the franchises,

the taxing authorities considered many of the elements
which properly would go to ascertaining the value of a

right to carry on a railroad business in New Jersey. Con-
sidering all the elements presented by the evidence, we
cannot conclude that the methods of assessment employed
by the taxing authorities were so erroneous as in them-
selves to constitute a burden upon interstate commerce
or a violation of the appellants' rights under the Four-
teenth Amendment within the principle enunciated by
the Supreme Court.

"The appellants, if we correctly apprehend their

position, contend that methods of assessment employed
were not such as were reasonably intended to ascertain

the actual or market value of the properties. As we have
indicated, we cannot agree with this contention. Phy-
sical valuations do in fact furnish one basis for tax as-

sessment clearly recognized by the law. Though there
are other methods which may be deemed to be preferable,

it must be borne in mind that taxation is a legislative

matter in the first instance and a matter of administration
in the second. Unless the methods of assessment em-
ployed are erroneous to a degree constituting confiscation

of property, they should not be disturbed by the courts.

As was stated by the learned trial judge. The federal
court cannot and ought not sit in judgment of the taxing
authorities, and certainly not the courts of the State of
New Jersey. The court's power is rightly limited to a
determination of whether the taxes assessed by the State
of New Jersey violate the principles of due process as
guaranteed by the Constitution'."
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APPENDIX C

Washington statute providing remedy by certiorari.

Sections 3 to 14, chapter 65, Laws of Washington of

1895 (Sees. 1001-1012, Rem. Rev. Stat.) provide:

"Sec. 3. The writ of certiorari may be denominated
the writ of review. (R. R. S. 1001.)

"Sec. 4. A writ of review shall be granted by any
court, except a poHce or justice court, when an inferior

tribunal, board or officer, exercising judicial functions,

has exceeded the jurisdiction of such tribunal, board or

officer, or one acting illegally, or to correct any erroneous
or void proceeding, or a proceeding not according to the

course of the common law, and there is no appeal, nor in

the judgment of the court, any plain, speedy and adequate
remedy at law. (R. R. S. 1002.)

"Sec. 5. The application must be made on affidavit

by the party beneficially interested, and the court may
require a notice of the application to be given to the

adverse party, or may grant an order to show cause why
it should not be allowed, or may grant the writ without
notice. (R. R. S. 1003.)

"Sec. 6. The writ may be directed to the inferior

tribunal, board or officer, or to any other person having
the custody of the record or proceedings to be certified.

When directed to a tribunal the clerk, if there be one,

must return the writ with the transcript required. (R.

R. S. 1004.)

"Sec. 7. The writ of review must command the party

to whom it is directed to certify fully to the court issuing

the writ, at a specified time and place, a transcript of

the record and proceedings (describing or referring to

them with convenient certainty), that the same may be
reviewed by the court, and requiring the party, in the

meantime, to desist from further proceedings in the

matter to be reviewed. (R. R. S. 1005.)

"Sec. 8. If a stay of proceedings be not intended, the

words requiring the stay must be omitted from the writ.

These words may be inserted or omitted, in the sound
discretion of the court, but if omitted the power of the

inferior court or office is not supended or the proceed-

ings stayed. (R. R. S. 1006.)
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"Sec. 9. Questions of fact not apparent of record

may be presented by bill of exception, and the court shall

review the same, and, in case there is error, shall render

such judgment in the case as of right ought to be entered,

or reverse and remand the cause for further proceed-

ings. (R. R. S. 1007.)

(Sees. 10 and 11 relate only to the manner of service

of the Writ and the return thereon.)

"Sec. 12. The questions involving the merits to be

determined by the court upon the hearing are—
"1. Whether the body or officer had jurisdiction of

the subject matter of the determination under review.

"2. Whether the authority, conferred upon the body

or officer in relation to that subject matter, has been

pursued in the mode required by law, in order to au-

thorize it or him to make the determination.

"3. Whether, in making the determination, any rule

of law affecting the rights of the parties thereto has been

violated to the prejudice of the relator.

"4. Whether there was any competent proof of all

the facts necessary to be proved, in order to authorize the

making of the determination.

"5. If there was such proof, whether there was,

upon all the evidence, such a preponderance of proof,

against the existence thereof, rendered in an action in a

court, triable by a jury, would be set aside by the court,

as against the weight of evidence. (R. R. S. 1010.)

"Sec. 13. A copy of the judgment signed by the

clerk, must be transmitted to the inferior tribunal, board

or officer having the custody of the record or proceeding

certified up. (R. R. S. 1011.)

"Sec. 14. A copy of the judgment signed by the clerk,

entered upon or attached to the writ and return, constitute

the judgment roll." (R. R. S. 1012.)
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APPENDIX D

Act barring injunctions restraining collection of tax, and
providing for refund action after payment.

Sections 1 to 8, chapter 62, Laws of Washington of

1931, as amended by chapter 11, Laws of 1937 (Rem.
Rev. Stat., 11315-1 to 11315-8) provide:

"Section 1. Injunctions and restraining orders shall

not be issued or granted to restrain the collection of any
tax or any part thereof, or the sale of any property for

the non-payment of any tax or part thereof, except in the

following cases:

"(1) Where the law under which the tax is imposed
is void; and

"(2) Where the property upon which the tax is im-
posed is exempt from taxation. (R. R. S. 11315-1.)

"Sec. 2. In all cases of the levy of taxes for public

revenue which are deemed unlawful or excessive by the

person, firm or corporation whose property is taxed, or

from whom such tax is demanded or enforced, such per-

son, firm or corporation may pay such tax or any part

thereof deemed unlawful, under written protest setting

forth all of the grounds upon which such tax is claimed
to be unlawful or excessive; and thereupon the person,

firm or corporation so paying, or his or its legal represen-

tatives or assigns, may bring an action in the superior

court or in any federal court of competent jurisdiction

against the state, county or municipality by whose of-

ficers the same was collected, to recover such tax, or any
portion thereof, so paid under protest: Provided, That
this act shall not be deemed to enlarge the grounds upon
which taxes may now be recovered: And provided
further, That no claim need be presented to the state or

county or municipality, or any of their respective officers,

for the return of such protested tax as a condition pre-

cedent to the institution of such action. (L. '37, ch. 11,

sec. 1; R. R. S. 11315-2.)

"Sec. 3. In case it be determined in such action that

said tax, or any portion thereof, so paid under protest,

was unlawfully collected, judgment for recovery thereof

and lawful interest thereon from date of payment, to-

gether with costs of suit, shall be entered in favor of
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plaintiff. In case the action is against a county and the

judgment shall become final, the amount of such judg-

ment, including legal interest and costs where allowed,

shall be paid out of the treasury of such county by the

county treasurer upon warrants drawn by the county
auditor against a fund in said treasury hereby created to

be known and designated as the county tax refund fund.

Such warrants shall be so issued upon the filing with the

county auditor and the county treasurer of duly authent-

icated copies of such judgment, and shall be paid by the

county treasurer out of any moneys on hand in said

fund. If no funds are available in such county tax re-

fund fund for the payment of such warrants, then such
warrants shall bear interest in such cases and shall be
callable under such conditions as are provided by law for

county warrants, and such interest, if any, shall also be
paid out of said fund. (R. R. S. 11315-3.)

"Sec. 4. Annually, at the time required by law for

the levying of taxes for county purposes, the proper
county officers required by law to make and enter such
tax levies shall make and enter a tax levy or levies for

said county tax refund fund, which said levy or levies

shall be given precedence over all other tax levies for

county and/or taxing district purposes, as follows:

"(1) A levy upon all of the taxable property within
the county for the amount of all taxes collected by the
county for county and/or state purposes held illegal and
recoverable by such judgments rendered against the
county within the preceding twelve months, including
legal interest and a proper share of the costs, where al-

lowed, together with the additional amounts hereinafter
provided for;

"(2) A levy upon all of the taxable property of

each taxing district within the county for the amount
of all taxes collected by the county for the purposes of

such taxing district, and which have been held illegal

and recoverable by such judgments rendered against
the county within the preceding twelve months, includ-
ing legal interest and a proper share of the costs, where
allowed,

"The aforesaid levy or levies shall also include a
proper share of the interest paid out of the county tax
refund during said twelve months upon warrants issued
against said fund in payment of such judgments, legal
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interest and costs, plus such an additional amount as such
levying officers shall deem necessary to meet the obliga-
tions of said fund, taking into consideration the prob-
able portions of such taxes that will not be collected or
collectible during the year in which they are due and
payable, and also any unobligated cash on hand in said

fund. (L. '37, ch. 11, sec. 2 R. R. S. 11315-4.)

"Sec. 5. The action for the recovery of taxes so paid
under protest shall be brought in the superior court of

the county wherein the tax was collected or in any Fed-
eral court of competent jurisdiction: Provided, That
where the property against which the tax is levied con-
sists of the operating property of a railroad company,
telegraph company or other public service company
whose operating property is located in more than one
county and is assessed as a unit b}^ any state board or
state officer or officers, the complaining taxpayer may
institute such action in the superior court of any one of

the counties in which such tax is payable, or in any Fed-
eral court of competent jurisdiction, and may join as

parties defendant in said action all of the counties to

which the tax or taxes levied upon such operating prop-
erty were paid or are payable, and may recover in one
action from each of the county defendants the amount of

the tax, or any portion thereof, so paid under protest,

and adjudged to have been unlawfully collected, together
with legal interest thereon from date of payment, and
costs of suit. (L. '37, ch. 11, sec. 3; R. R. S. 11315-5.)

"Sec. 6. No action instituted pursuant to this act or

otherwise to recover any tax assessed or levied prior to

the passage of this act shall be brought subsequent to

January 30th, 1932. No action instituted pursuant to this

act or otherwise to recover any tax levied or assessed

subsequent to the passage of this act shall be commenced
after the 30th day of the next succeeding January fol-

lowing the date when said tax is payable. (R. R. S.

11315-6.)

"Sec. 7. Except as permitted by this act, no action

shall ever be brought attacking the validity of any tax,

or any portion of any tax: Provided, however, That this

section shall not be construed as depriving the defend-

ants in any tax foreclosure proceeding of any valid de-

fense allowed by law to the tax sought to be foreclosed

therein." (R. R. S. 11315-7.)
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APPENDIX E

Statutes and constitutional provision providing for separate

assessment and taxation of railroad real and personal

operating property.

Constitutional provision:

"The rolling stock and other movable property be-

longing to any railroad company or corporation in this

state shall be considered personal property, and shall be
liable to taxation and to execution and sale in the same
manner as the personal property of individuals, and such
property shall not be exempted from execution and sale."

(Wash. Const, art. 12, sec. 17.)

Statute applicable to 1935 assessment:

"In making the assessments of the operating prop-
erty of railroads, and in the apportionment of the values
and the taxation thereof, as hereinbefore provided, all

land occupied and claimed exclusively as the right of

way for railroads, with all the tracks, and substructures
and superstructures which support the same, together
with all sidetracks, second-tracks, turn-outs, station-

houses, depots, round-houses, machine-shops, or other
buildings belonging to the road, used in the operation
thereof, without separating the same into land and im-
provements, shall be assessed and taxed as real property.
And the rolling stock and other movable property belong-
ing to any railroad company shall be considered as per-
sonal property and shall be assessed and taxed as such:
Provided, That all of the operating property of street

railroads shall be assessed and taxed as personal prop-
erty." (Laws of Wash. 1925, Ex. Sess., p. 258, ch. 130,

sec. 49; Rem. Rev. Stat. sec. 11170.)

Statute applicable to 1926 assessment:

"The commission shall, beginning with the year 1936,
and annually thereafter, make an assessment of the oper-
ating property of all companies; * * * ." (Laws of
Wash, of 1935, ch. 123, sec. 7; Rem. Rev. Stat. sec.

11156-7.)

"In making the assessment of the operating property
of any railroad * * * company and in the apportion-

—9
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ment of the values and the taxation thereof, all land occu-

pied and claimed exclusively as the right-of-way for rail-

roads, with all the tracks and substructures and super-

structures which support the same, together with all side-

tracks, second-tracks, turn-outs, station-houses, depots,

round-houses, machine-shops, or other buildings belong-

ing to the company, used in the operation thereof, with-

out separating the same into land and improvements,
shall be assessed as real property. And the rolling stock

and other movable property belonging to any railroad

or logging railroad company shall be considered as per-

sonal property and taxed as such: Provided, That all of

the operating property of street railway companies shall

be assessed and taxed as personal property." * * *

(Laws of Wash. 1935, ch. 123, p. 364, sec. 8; Rem. Rev.
Stat. sec. 11156-8.)
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APPENDIX F

Reassessment Act of 1931 under which 1935 and 1936 re-

assessments were made. Laws of Wash, of 1931, ch. 106,

Rem. Rev. Stat. sees. 11301-11307.

"Sec. 1. The terms used in this act shall be construed

as follows: The phrase 'error in taxation' shall mean and
embrace any action on the part of any assessing or taxing

officer or board resulting in 'taxes being levied on any
property at an amount in excess of what they should

have been, or resulting in a tax void in whole or in part;

the word 'owner' shall be construed to mean the person
owning the legal title to the property which shall be re-

assessed and re-taxed pursuant to this act as shown by
the county auditor's records; the phrase 're-levied tax'

shall mean the tax levied on any property as a result of

a reassessment as provided in this Act; the phrase 'origi-

nal tax' shall mean the tax originally levied upon the

property for the year or years for which a re-assessment

and re-levy is made; the phrase 'original assessment'

shall mean all of the proceedings of the assessing and
taxing officers leading up to the actual levying of the

original tax; the phrase 'original assessment date' shall

mean the date as of which the property in question was
valued for the purpose of fixing the original tax thereon;

the word 'hearing' shall mean a proceeding in which any
taxpayer or other person having an interest in the matter
concerning which such hearing is had, is afforded an
opportunity of making such showing with respect there-

to, as he may desire; the phrase 'tax commission' shall

mean the tax commission of the State of Washington; the
term 'person' shall import both the singular and plural

as the case may demand, or as shall be applicable, and
shall include individuals, copartnerships, corporations,
and unincorporated societies and associations. (R. R. S.

sec. 11301.)

"Sec. 2. Whenever it shall appear to the tax com-
mission from any protest accompanying the payment of

taxes heretofore or hereafter filed with any county or
state board or officer, or petition or complaint heretofore
or hereafter served or filed in any court for or on behalf
of such taxpayer and an investigation of the facts upon
which such protest, petition or complaint is based that
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any error in taxation has occurred in the assessment or
taxation heretofore or hereafter made of any property
taxable in this state, and such assessment appears to be
excessive or void in whole or in part, such property shall

forthwith, in the manner provided in this act, be re-listed,

re-valued, re-assessed and re-taxed for the year or years
in the assessment and taxation of which such error or
errors in taxation was or were made: Provided, however,
That there shall not be more than one re-assessment
and/or re-taxation proceedings under the provisions of

this Act, relating to the same property for the same year's

taxes. (R. R. S. sec. 11302.)

"Sec. 3. The tax commission shall cause a notice,

signed by it, to be served upon the owner in the manner
hereinafter provided, which notice shall be addressed to

the owner and also 'to all persons known and unknown
having or claiming any interest in the property in this

notice described,' shall describe such property with the
same particularity as the same is required by law to be
described upon the assessment rolls, and shall give notice

that at a time to be fixed in such notice (which time shall

not be less than ten, nor more than thirty days after the
date of the last publication of such notice hereinafter

provided), such tax commission will, at its office proceed
to re-assess and re-tax said property for the particular

year or years involved (naming them) and further giving

notice that said owner or other interested persons may
appear at the time and place set forth in said notice, and
show cause, if any there be, why such re-assessment and
re-taxation should not be made, and make such showing
as they shall desire to make as to the claimed illegality

of such tax. Such notice shall also be published once a

week for three consecutive weeks in a newspaper printed

and published and of general circulation in one of the

counties in which such property is located. A copy of

such notice shall also be mailed not less than ten days
prior to the date fixed for such hearing to the prosecuting

attorney of each county in which the property involved

is located." * * * (provision as to method of ser-

vice of notice) * * * (R. R. S. sec. 11303.)

"Sec. 4. A hearing shall be had at the time and place

set forth in the notice provided for in section 3 hereof,

and thereafter the tax commission shall determine, as of
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the original assessment date, and in the manner provided
by existing law, the cash market value of the property
in question, and the ratio between cash market value and
assessed value of the other taxable property in the county
where such property is located, and shall fix the equal-
ized value of the property in question at that percentage
of its cash market value as of the original assessment date,

which the equalized assessed value of the general taxable
property in the county where such re-assessed property
is located, bore to its cash market value: Provided, how-
ever, That in case of a protest, complaint or petition based
upon an alleged excessive assessmient, the re-assessment
shall not exceed the original assessment. (R. R. S. sec.

11304.)

"Sec. 5. * * * If the original assessment was
made by the tax commission, the equalized valuation of

such property for the purpose of such re-assessment shall

be forthwith entered by the tax commission under an ap-
propriate heading, in its assessment rolls for the year or
years for which such re-assessment was made, and shall

be apportioned to the county or counties, and certified to

the county assessors of the proper counties, and shall be
distributed by the county assessors among taxing dis-

tricts, and shall be placed upon the county tax rolls, in
the same manner as provided by existing law for the
entry and extension of the original assessment of such
property.

"The officers authorized by existing law to levy and
collect taxes on said property shall forthwith proceed
to re-list said property, and to re-levy and collect the tax
thereon as of the original assessment year or years, in the
same manner as provided by existing law for the listing

of property, and the levying and collection of taxes there-
on, save and except, that each such officer shall, in turn,
perform the several duties to be performed by him in con-
nection with such re-assessment and re-taxation, as soon
as the completion of the duties of other officers in connec-
tion therewith make it possible for him to do so: Pro-
vided, That such tax as re-assessed and re-levied shall
be figured and determined at the same tax-rate as the
original tax on said property for the year or years for
which said re-assessment was made, was or should have
been, figured and determined. (R. R. S. sec. 11305.)
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"Sec. 6. The tax as so re-levied and re-assessed

shall, for all purposes, be deemed to have been levied on
said property as of the time that the original tax was
levied, and in substitution therefor, and all payments
made upon such original tax shall be deemed to have
been made upon, and shall be credited upon, such re-

levied tax, as of the time and with the same effect as

though made on such re-levied tax: Provided, however,
That any portion of the re-levied tax that shall not have
been paid prior to the date of delinquency of the original

tax shall bear interest at the same rate and from the same
dates as the unpaid portion of the original tax." (R. R. S.

sec. 11306.)

(Section 7 makes provision for re-payment to the

owner in case of reduction of the original assesment, and

section 8 is merely a legislative declaration of the effect

of partial invalidity of the act.)
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APPENDIX G

Effect of 15% wage reduction on plaintiff's net railway oper-

ating income, and system value indicated by capitaliza-

tion at 6% of net railway operating income:

Compensation
Chargeable to Net Railway
Operating Operating
Expenses* Incomei

1930 $37,421,334 $14,293,213

1931 31,159,775 6,801,420

1932 24,206,785 1,990,389

1933 22,999,868 5,975,973

1934 24,600,959 7,915,209

1935 27,336,110 7,726,342

Annual average 1930-1934 $28,077,744 $7,395,241

Annual average 1931-1935 26,060,699 6,081,867

AnniLal
Average
1930-1934

Compensation chargeable to operating

expenses $28,077,744

15% of such compensation 4,211,662

Net railway operating income 7,395,241

Same—capitalized at 6% 123,254,017

15% of compensation chargeable to

operating expenses capitalized at 6%. 70,194,367

Total of last two items $193,448,384

Relation of 15% of compensation charge-

able to operating expenses, to net rail-

way operating income 56 . 95%

Annual
Average
1931-1935

$26,060,699

3,909,105

6,081,867

101,364,450

65,151,750

$166,516,200

64.28%

• Plaintiff's annual report to Wash. Dept. of Public Service, p. 525.

t Plaintiff's annual report to Wash. Dept. of Public Service, p. 301.
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APPENDIX H
Material portions of Laws of Washington of 1935, chapter

123, bearing on tax commission's duty, if any, of deter-

mining system cash market value in assessing Washing-

ton portion of interstate railroad.

"Sec. 7. The commission shall, beginning with the

year 1936, and annually thereafter, make an assessment
of the operating property of all companies; and between
the fifteenth day of March and the first day of July of

each of said years shall prepare an assessment roll upon
which it shall enter and assess the true cash value of all

the operating property of each of such companies as of

the first day of March of the year in which the assessment
is made. For the purpose of determining the true cash
value of such property the commission may inspect the

property belonging to said companies and may take into

consideration any information or knowledge obtained by
it from such examination and inspection of such property,

or of the books, records and accounts of such companies,

the statements filed as required by this act, the reports,

statements or returns of such companies filed in the office

of any board, office or commission of this state or any
county thereof, the earnings and earning power of such
companies, the franchises owned or used by such com-
panies, the assessed valuation of any and all property of

such companies, whether operating or non-operating

property, and whether situated within or outside the

state, and any other facts, evidence or information that

may be obtainable bearing upon the value of the operat-

ing property: Provided, That in no event shall any state-

ment or report required from any company by this act

be conclusive upon the commission in determining the

amount, character and true cash value of the operating

property of such company. (Rem. Rev. Stat. 11156-7.)

"Sec. 9. In determining the value of the operating

property within this state of any company, the properties

of which lie partly within and partly without this state,

the commission may, among other things, take into con-

sideration the value of the whole system as a unit, and
for such purpose may determine, in so far as the same is

reasonably ascertainable, the salvage value, the actual



265

cost new, the cost of reproduction new less depreciation

and plus appreciation, the par value, actual value and
market value of the company's outstanding stocks and
bonds during one or more preceding years, the past, pres-

ent and prospective gross and net earnings of the whole
system as a unit.

"In apportioning such system value to the state, the

commission shall consider relative cost, relative repro-

duction cost, relative future prospects and relative track
mileage and the distribution of terminal properties with-
in and without the state and such other matters and
things as the commission may deem pertinent.

"The commission may also take into consideration

the actual cost, cost of reproduction new, and cost of

reproduction new less depreciation, earning capacity and
future prospects of the property, located within the state

and all other matters and things deemed pertinent by
the commission. (Rem. Rev. Stat. 11156-9.)

"Sec. 10. For the purpose of determining the sys-

tem value of the operating property of any such company,
the commission shall deduct from the actual cash value
of the total assets of such company, the actual cash value
of all non-operating property owned by such company.
For such purpose the commission may require of the as-

sessors of the various counties within this state a detailed
list of such company's properties assessed by them, to-

gether with the assessable or assessed value thereof:
Provided, That such assessed or assessable value shall be
advisory only and not conclusive on the commission as
to the value thereof." (Rem. Rev. Stat. 11156-10.)
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APPENDIX I

Recalculation, eliminating valid objections to commission's

relative net earnings factor.

Ultimate Question: did Commission reach proper allo-

cation percentage? After all, the ultimate inquiry re-

garding allocation is whether the commission reached

the proper percentage of commercial system value ap-

portionable to Washington. It will be shown that the

Turnburke factor used by the commission did not appor-

tion too high a percentage of system value to Washington

for the following reasons:

(1) Certain objections are urged by the witnesses

for both parties to various details of the Turnburke

Method. In Appendix I it will be shown that the removal

of such of these objections as have merit, and a recompu-

tation of the Turnburke factor as thus modified, fails to

change the results.

(2) In the last analysis, the only objection seriously

urged to the Turnburke Method is that it apportions too

much interstate freight revenue to Washington. Inde-

pendent evidence demonstrates, as shown in Appendix

J (post pp. 293-328), that too much interstate freight

revenue was not so apportioned.

(a) Turnburke factor— Removal of objection that per-ton-

mile cost of interstate freight measured by average cost

of hauling both interstate and intrastate freight.

Data as to interstate freight cost supplied by plain-

tiff. In the 1933 Business Tax Case, plaintiff, by a special

study, furnished the necessary evidence as to the relative

per-ton-mile cost of hauling Washington interstate and

intrastate freight.
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The 1933 legislature imposed on various business

activities within the state, an excise tax measured by

various rates applied to gross income. Among the excises

so imposed was a tax on railroad companies, measured

by 1%% of their intrastate revenues. (Laws of 1933, ch.

191, sec. 2, subdiv. 2-e-III.)

Plaintiff having failed to pay this tax, the state

brought an action against the N. P. in the Thurston

county superior court for the amount accruing for the

last five months of 1933 (referred to in the testimony as

the "Business Tax Case"). The N. P. set up as one of its

affirmative defenses that its intrastate business was being

conducted at a loss; that if compelled to pay the tax, such

payment would consequently have to be made out of its

interstate revenues, and hence that, as applied to the

N. P., the exaction was a burden on interstate commerce.

This was denied by the state's reply. Material parts of the

pleadings (Defs' Ex. 54-E, R. 2816-2827) were offered in

evidence here. (R. 1484, 1521.)

Besides this, Mr. Peterson testified in detail as to the

issues in that case (R. 1259-1260, 1482-3). He testified

that to prove the cost of hauling intrastate freight in

Washington in 1933, he made a special study. That he

used October, 1933, as the basis of his study. That he

determined the cost for one week, and then multiplied

that by 52 to cover the year. (R. 1483-4.) That no ac-

counts are kept currently of expenses incurred in trans-

acting local business, separately from those expenses ap-

plicable solely to interstate, and this is true both for the

state and system accounts. (R. 1489.) That from a casual

inquiry he determined that the week of October 22, 1933,

was representative but when he got into this study he
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found it was not representative for intrastate traffic but

was too favorable. (R. 1491-2.) That for the yard ex-

pense, they had a study made for one week, in June,

1934, and secured the cost per car in the various termi-

nals in Washington, and this per-car cost was applied to

the particular movements during the week of October

22, 1933. They concluded that this terminal cost study

would be typical of the October business, and the other

weeks of the year. (R. 1492-5.) In the Business Tax Case,

Mr. Peterson prepared an exhibit consisting of a number

of sheets, to show the cost of doing intrastate business

in Washington during the year and this week in 1933.

This was Exhibit No. 7 in that case (R. 1495), a certified

copy of which exhibit (R. 2963) was offered in evidence

in the present case as Defendants' Exhibit 88. (R.

1520-21.)

The operating expenses as to intrastate freight busi-

ness were found to be $75,078.42, the revenue net ton

miles for the test period were 7,629,000 plus, and from

that they developed an operating expense cost per reve-

nue net ton mile of .98411 cents. (R. 1499-1500.) Having

gotten the cost per revenue net ton mile, they applied

that to the 334 million plus of revenue net ton miles of

intrastate freight traffic as reported to the Department of

Public Works, and such calculation produced the freight

expenses of $3,291,000, plus. (R. 1500-1501.)

That after thinking the matter over, it occurred to

Mr. Peterson that the N. P. had understated its intrastate

expenses by a great margin because of the fact that the

one week was not representative. That he first estimated

that he had understated it about $300,000, but afterwards
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made affidavit that he had understated the amount by

$251,000. (R. 1519.)

In determining the operating expenses in Washing-

ton for 1933, Mr. Peterson took a three-year average of

the reported figures on all maintenance of way expense

and on freight train car repairs, and one year on the bal-

ance of the operating expenses. (R. 1508.)

With Mr. Peterson's figures before him as to the op-

erating expenses incident to hauling intrastate freight in

Washington for the year 1933, we will later show that

defendants' witness, Stuver, calculated the operating ex-

pense incident to hauling Washington interstate freight

for the same year, and determined the percentage by

which the per-ton-mile expense incident to hauling intra-

state freight in Washington exceeded that of hauling

interstate freight for 1933. Having found this percentage,

he applied the same percentage in his calculations for

all other years. In so doing, he was supported by Mr.

Peterson. (R. 1257.)

(b) Turnburke factor— Removal of objection that foreign

line switching expense included in computation of per-

ton-mile interstate freight cost.

Objection and nnethod of removal explained. Plain-

tiff's witness, E. V. Peterson, raised this objection in his

deposition taken in October, 1938, which was later sup-

pressed, but did not renew it in his testimony before the

master. However, believing it to have merit, Mr. Stuver,

in his elimination of objectionable features of the Turn-

burke Method, calculated and deducted the operating

expense incident to foreign line switching both in Wash-

ington and for the system, in the following manner: He

applied the system freight operating ratio to the revenues
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from foreign line switching, both for the state and for

the system, on the assumption that with respect to for-

eign hne switching the relation between revenues and

operating expenses would be the same as the relation

between all system freight revenues and all system oper-

ating expenses.

We do not apprehend that plaintiff's counsel will

seriously object to this method of handling these particu-

lar expenses, since it appears that plaintiff followed sub-

stantially the same method in the 1933 Business Tax Case.

Thus:

Explaining his procedure in that case, Mr, Peterson

testified that to find the cost of doing foreign line switch-

ing, he used an operating ratio based on the figures they

had developed for the intrastate service. That he took

the (R. 1500) operating expense that had been developed

and the revenue and got a relationship of 68%, which

was the relation between the total cost of hauling intra-

state business and the revenues received from that same

business, which relation was termed the intrastate freight

operating ratio. That they applied this intrastate freight

operating ratio to the revenue from such switching to

determine the cost of doing foreign line switching. (R.

1500-1501.)

In making his deduction of Washington foreign line

switching expense, it was impossible for Mr. Stuver to

use the Washington freight operating ratio for the ob-

vious reason that the interstate freight revenue appor-

tionable to Washington was itself the subject of inquiry.

Therefore, in making the deduction of this item of ex-

pense he used the system freight operating ratio for both

state and system.
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(c) Tumburke factor—Removal of objection that in com-

puting capital cost a fixed rate of return should be

used instead of actual system return for current year.

Testimony as to objection reviewed. In apportioning

interstate freight revenue between states on the basis of

relative cost of service, the Turnburke Method treats as

an item of such cost a return on depreciated reproduction

cost equal to the system return for the particular year,

before taxes. Mr. Newell argued that the cost of capital

has no necessary relation to the actual return realized

by the Company, but is in the nature of a fixed charge

which does not vary from year to year, and should be so

treated. Mr. Peterson seemingly agreed with Mr. Newell

in this regard when he testified:

"With respect to the Turnburke Method, I com-
plained that the system return upon the cost of repro-
duction of the property, was used as a capital cost or
expense in connection with the determination of the
expense of hauling freight in the State of Washington.
You ask if it is the particular percentage of which I com-
plain, or do I contend that no consideration should be
given to the capital expense involved. My point is if

you are making construction cost the dominating factor
for a division of the revenue, it should be the cost in-

curred and not be influenced by the return which always
is to be considered after the cost is arrived at. It is true
that it is essential that these capital costs be paid in order
that the company survive at all, but the capital cost

—

the rate of return that a carrier might earn for a system
—would not necessarily reflect the earnings in the vari-
ous states on the basis of the physical property." (R.
1275.)

In this connection, Mr. Newell testified:

"Q. What have you to say as to the propriety of
making an allowance both to state and system for return
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on property as a capital expense item in the apportion-
ment of revenues?

"A. I think as regards matters of this kind the cost

of property is just as much to be considered as the cost

of operating expenses.

"Q. On what property should such return be com-
puted, in your opinion?

"A. Well, upon the operating property which is used
in the company's railway operations to produce the reve-

nues that are divided.

"Q. Should it be computed upon that portion used
by other lines in their railroad operations?

"A. I think not.

"Q. How would you arrive at the depreciated repro-

duction cost of the operating property actually used in

the N. P.'s own operations, upon which the N. P. should
be allowed a return as a capital cost, as you have de-

scribed it?

"A. If you have a case such as this, where there are

branch roads leased, joint facility rents, there would have
to be determined in some manner the reproduction cost

of that property so that it might be deducted from the
other, from the total.

"Q. Would this be true for both the state and the

system?

"A. It would.

"Q. In computing this return as a capital cost, the
tax commission allowed the actual per cent shown by the

relation of system net railway operating income, before

taxes, to system depreciated reproduction cost. What
have you to say as to the propriety of a rate of return so

computed?

"A. Well, that rate of return has been used there
as a measure of the cost of capital, and it is only with ref-

erence to that fact that I am making this reply. I think
that cost is not fairly represented by the actual rate of

earning of the particular year, if it happens to have been
very low, or even very high. I think that cost is more
even than the cost of borrowed money. It ought to be a
rate which would represent the average cost which would
be incurred in obtaining all requisite capital over a long
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period of time. In other words, a rate of return which
will induce capital to invest in a railroad property.

"Q. What rate of return, under all the circum-

stances, would you think would be fair?

"A. Well, by sort of common consent there has come
to be taken a figure fixed at one time by the I. C. C. for

a particular case, of 5.75 '/f, and since it has that appear-

ance of authority behind it I think it is a good figure to

use. I have used it myself in the computations which
follow." (R. 2139-2141.)

Mr. Newell further testified that he had told Mr.

Sharpe many weeks before that he proposed to use 5.75%

on reproduction cost, and he thought that was the right

one to use. (R. 2197.)

Mr. Sharpe testified that he gave the figure of 5.75

which Mr. Newell reported to him, to Mr. Stuver for the

preparation of his exhibits. (R. 2197.)

(d) Turnburke factor—Removal of objection that in com-

puting relative interstate freight cost, net joint facility

rents should not be allowed as off-set against operating

expense.

Testimony as to objection reviewed. The Turnburke

Method off-sets against the operating expenses incident to

hauhng interstate freight within and without the state,

the joint facility net income received in connection with

such freight service. (Defs' Ex. 53, R. 2766.) The fact

is, of course, that the rentals so received have no connec-

tion whatever with the freight operating expense incident

to the owning company's own railway operations. Conse-

quently, there should be no such off-set made. Mr.

Peterson testified in this connection:

"You ask if I believe that in computing the expenses
by virtue of which the interstate revenue is apportioned,
you should deduct the joint facility rents as a credit, and
you ask what they have to do with the operating revenue
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of the Northern Pacific, for instance. No, I don't think
—if you are going to divide the revenues, interstate reve-

nues, on the basis of cost of transportation—that you
should deal with any other amount other than the actual

operation expense." (R. 1277.)

And the following is quoted from Mr. Newell's tes-

timony:

"Q. In computing the cost of freight service in

Washington, and outside of Washington as a basis for

apportionment of interstate revenues, the tax commission
deducted net joint facility rent income as a credit against

operating expenses. What have you to say as to the pro-

priety of the commission in doing this?

"A. Well, it is not a logical treatment of these net
joint facility rentals, because they are income and not
operating expenses, and they haven't anything to do with
the expenses of the operations of which the commission
was trying to find the cost. To go a little farther, if these
net rentals had been ten times as great there would not
have been any cost left at all for the operations that were
actually conducted in the state. I do not think that is the
proper treatment of those rentals." (R. 2141-2.)

Mr. Newell's treatment of net joint facility rents. In

computing the relative cost allocation factor which he

advocated, defendants' expert witness, J. P. Newell,

treated system joint facility rents as non-operating prop-

erty. Thus, it was Mr. Newell's opinion that for purposes

of allocation, plaintiff's system operating property should

be divided into two classes: (1) that part of plaintiff's

property used in its own railway operations, and (2) that

part of plaintiff's property used by tenant roads in their

railway operations.

He apportioned to Washington that part of the prop-

erty included in class 1 (used in plaintiff's own railway

operations) in the proportion which the cost of operation,

including capital cost of such property in Washington,
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bore to that of the system. In computing such relative

costs he allowed as a capital cost 5.75% of the depre-

ciated reproduction cost of such of plaintiff's operating

property as it owned and used in its own railway opera-

tions. In determining such depreciated reproduction

cost, it was therefore necessary that he deduct from the

I. C. C. figures, both for the state and the system, so much

of such property as was used by tenant roads in their own

railway operations over plaintiff's tracks. He based such

deductions on the rentals paid for the use of these joint

facilities, and in so doing assumed that such joint facility

rentals were uniformly based on a 4^/2% return on invest-

ment in road,* which he calculated would be the same

as 5.47% return on depreciated reproduction cost. Hence,

as the depreciated reproduction cost of so much of plain-

tiff's lines as were used by tenant roads in their own oper-

ations, he took as his figure such an amount as would

yield a return of 5.47% on plaintiff's joint facility net rent

income, after deducting 16% for taxes contributed by the

tenant lines, which taxes were found to be included in the

company's reported figures as to such joint facility rents.

(R. 2160-2165.)

It appeared from Mr. Peterson's testimony that in

Washington plaintiff's joint facility rental income is

* In this connection, we quote the following from New York, N. H.
& H. R. Co. Reorganization, 224 I. C. C, 723, 731:

"Established practice between railroads provides for the payment
to the owning line of from 4 to 6 per cent of the investment in the
facilities by the using line, and since the rates used in the formula are
consistent with prevailing rates and conditions, we conclude that such
rates should be approved."

Mr. Newell was therefore justified in assuming that plaintiff's

joint user contracts were made on basis of a 41/2% return on the in-
vestment in road. The adoption of a higher assumed return would
have increased the Washington percentage reflected by Mr. Newell's
allocation factor.
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chiefly derived from the Oregon-Washington and Great

Northern on the Portland-Seattle line. (R. 1182-3.) That

the basis of the rentals is an agreed valuation, and that

other rental agreements are of much the same kind. (R.

1183-4.)

The operating agreements between plaintiff and the

tenant roads on the Seattle-Portland line were intro-

duced in evidence (Defs' Exs. 105, 106, and 107, R. 3193,

3202, 3213), and show that the basis of the rentals re-

served in each is a fixed sum, plus 4^/2% of any further

additions and betterments. From this it may be fairly

assumed that the entire rental is based upon a 41/2%

return on investment in the roadway and structures

utilized by the tenant road.

Mr. Newell testified as follows as to how he reached

this capitalization rate of 5.47 9f. It was his understand-

ing, he said, that for several years past plaintiff has

derived rentals amounting to around $1,300,000 a year

for the use of certain tracks in Washington and similar

figures, similarly derived, for rentals outside of Wash-

ington. There were two sets of values placed before

him, one of $231,000,000 plus called the commercial value,

and one of $396,000,000 plus called the reproduction cost

of roadway and structures. If a part of these revenues

were derived from portions of this property having this

commercial value and reproduction cost, it would be

necessary to deduct something from these values on

account of these leases before attempting to apportion

the values derived from the operations, and in order to

do that he wanted to find the relation between invest-

ment and reproduction cost. He found that a rental rate

of 4.5% on the investment would produce a return of

i
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$21,692,312. He found that it would be necessary to

apply a rate of 5.47 ff on reproduction cost of roadway

and structures to produce an equal amount of return,

i. e., as compared with 4.5% on investment. So he con-

sidered that 5.47% was an appropriate rate at which to

capitalize the joint facilities income, in order to ascertain

a proper figure for the reproduction cost of those leased

facilities. (R. 2161-2.)

He found, he continued, from statements in the Com-

mission's Opinion (Defs' Ex. 53) as regards the average

rental from 1930 to 1934, that in the state it was $1,316,741

and that on the average for that period the taxes included

in that figure were 16% . He assumed in all the average

rentals that have to be dealt with here, that 15% would

consist of paji^ments made for taxes, and the remaining

84% would be the real rental in the proper sense of the

word. This left $1,106,062 as the average rental for the

facilities in the state in 1935. Capitalizing at 5.47%

gives $20,220,500 as the reproduction cost of those facili-

ties.

The state reproduction cost is 156,900,000 plus, he

said, leaving the reproduction cost of the property owned

and operated in Washington by plaintiff as $136,000,000

plus. A similar calculation was made for the system.

(R. 2162-4.)

Mr. Stuver followed Newell theory. The court will

find that Mr. Stuver treated joint facility rents in the

same way as Mr. Newell, in his modifications of the

Turnburke formula to meet the objections above con-

sidered.
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Turnburke factor— Stuver's recomputation for removal of

foregoing objections does not reduce Washington per-

centage.

Mr. Stuver's qualifications. Don W. Stuver, who pre-

pared the exhibits wherein the Turnburke factor is so

modified, is a civil engineer employed as valuation engi-

neer for the tax commission. He is a graduate of the

Colorado State College in civil engineering. From 1908

to 1913 he was locating engineer and engineer on con-

struction on irrigation and railroad work in Colorado,

and during that time handled work involving close to

10 million cubic yards of earth and rock removal at a

cost of several million dollars. From 1914 to 1918 he was

division engineer, and later chief engineer of the Cuyamel

Fruit Company of New Orleans, in Spanish Honduras,

Central America, his work there consisting of railroad

locations and construction, operation and maintenance.

The operation and maintenance of the company utilities

consisted of telephone, telegraph, light, water, wharves

and docks, and also drainage work.

From 1918 to 1919 he was hydraulic engineer for the

United States Bureau of Public Roads, Department of

Irrigation Investigations, at Fort Collins, Colorado. From

1919 to 1929 he was field engineer, chief engineer, and

later vice-president of the Puget Sound Bridge & Dredg-

ing Company of Seattle (R. 1957), and as such was engi-

neer in charge of the construction of the University of

Washington stadium. He was superintendent and man-

ager of the Beacon Hill regrade in Seattle, involving the

removal by hydraulic methods of nearly two million

yards of material. He was executive in charge of the

construction by Seattle of the West Spokane Street
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bridge. He was in charge of the Shushwap hydro-electric

project in Canada, for the dredging company. During

that time he had executive charge of the estimates and

bids on large hydro-electric, irrigation, railroad, bridge

and building projects for the company, and did consider-

able work on appraisals and valuations for insurance

purposes for Seattle industrial concerns.

From 1929 to 1932 he was vice-president and partner

in Roy E. Miller Inc. of Seattle, engineers and contrac-

tors, during which period he was superintendent in

charge of the construction of the Cobble Mountain

hydraulic fill dam for Springfield, Massachusetts. His

other work in that connection was valuations, estimating,

bidding on construction work, financing and general con-

sulting practice in Seattle (R. 1958-9).

Elimination from Turnburke formula of state and system

intrastate freight traffic.

As earlier pointed out (ante pp. 266-9), the operat-

ing expense incident to Washington intrastate freight

service was established by plaintiff's special study in the

1933 Business Tax Case. Knowing the total Washington

operating expense for both interstate and intrastate

freight service, it was then possible, by a process of de-

duction, to determine the Washington per-ton-mile

operating expense incident to interstate freight service

alone.

But in the Business Tax Case plaintiff had used a

three-year annual average as to freight operating ex-

penses incident to freight train car repairs and mainte-

nance of way and structures and one year as to the

balance of the expenses. Hence, to find the interstate

freight operating expense it was necessary to use com-
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parable figures by substituting three-year averages as

to these same items. It was also necessary to eliminate

those operating expenses incident to foreign line switch-

ing, since, as already shown, such expenses form no part

of the expenses incident to the handling of plaintiff's

own traffic. This expense was ascertained, as we have

said, by applying the system freight operating ratio to

the revenues from such foreign line switching.

Defendants' Ex. 57 (R. 2848) is a computation of

plaintiff's system average annual railway operating ex-

penses (less foreign line switching expense) assignable

to freight service, for 1931 to 1933 inclusive charged to

maintenance of way and structures, and to freight train

car repairs, plus all other railway operating expenses

assignable to freight for 1933 only. (R. 1987-8.) The

various processes are fully explained in the exhibit and

testimony.

Defendants' Exhibit 58 (R. 2850) is the same as

Exhibit 57 except that it applies to Washington alone.

(R. 1991.)

Having found the 1933 Washington operating ex-

penses assignable to freight service on the same basis

as plaintiff in the Business Tax Case, determined such

expenses assignable to intrastate freight service alone,

Mr. Stuver, in his next exhibit (Defs' Ex. 59, R. 2852),

by deducting one from the other, finds the Washington

operating expenses assignable to interstate freight ser-

vice alone. Knowing the net ton miles of each for the

year, he then finds the operating expense per-net-ton

mile as to each. (Lines "g" and "h.") He then finds

the system net ton miles of intrastate freight and by

applying to this the cost per-net-ton-mile of hauling this
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kind of freight in Washington, he finds the system operat-

ing expense as to all system intrastate freight. (Line

"m.")

Defendants' Exhibit 59, sheets 1 and 2, to which we

invite the court's attention, is fully explained by Mr.

Stuver. (R. 1996-2001.)

May we say that it is unnecessary to consider the

caluculations on this exhibit beyond line "r," since the

remaining figures have no bearing on Mr. Stuver's ulti-

mate results.

Same—Assumption that operating expense per-ton-mile of

intrastate freight outside Washington is not less than

that in Washington.

The only information Mr. Stuver had as to the ex-

pense incident to hauling intrastate freight was the cost

figures furnished by plaintiff in the Business Tax Case

as to Washington intrastate business in 1933. For this

reason he was compelled by circumstances to assume

that as to this class of freight, the cost per-ton-mlie was

the same outside of Washington and in Washington. Was

he justified in acting on this assumption? All available

evidence shows that he was.

May we first point out that this assumption would

be prejudicial to plaintiff only in case such cost was lower

outside of Washington than in Washington, and for this

reason: By the Turnburke method the cost of interstate

freight service both in Washington and outside of Wash-

ington was determined by finding the average cost of

hauling both interstate and intrastate freight. The lower

the cost found as to out-of-state business, the more inter-

state freight revenues would, by the Turnburke Method,
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be assigned to Washington. If, then, to find the out-of-

state cost of hauling interstate freight alone, we are to

deduct the out-of-state cost of hauling intrastate freight

from the out-of-state cost of hauling all freight, it is ap-

parent that the greater the out-of-state cost of hauling

intrastate freight, the greater will be the deduction and

the lower will be found the out-of-state cost of hauling

the interstate freight alone.

Same—Master's finding. The special master found

that, per unit of freight carried, the cost of doing local

business is at least twice as great as that of doing inter-

state business. (Proposed Finding 22, R. 605.)

Now, it was demonstrated by plaintiff's special study

in the Business Tax Case that in Washington, the cost

per revenue ton mile of hauling intrastate freight was

1.059 cents, and such cost of hauling interstate freight

was 0.928 cents (Defs' Ex. 59, sheet 1, Ins. "g" and "h,"

R. 2852), or a difference of only 14%. If, then, the aver-

age difference on plaintiff's system is, as the master finds,

some 100%, it must follow that the cost per unit of haul-

ing intrastate freight outside of Washington greatly ex-

ceeds the cost per unit in Washington.

Same—Relative mileage of haul. It is shown by De-

fendants' Exhibit 56-A (for review of this exhibit, see

post pp. 289-292) , that in 1934 the average miles of haul of

intrastate freight in states other than Washington was

105.87 miles, as compared with 93.23 miles in Washing-

ton. (Defs' Ex. 56-A, In. "a-7," R. 2841.)

But it must be remembered that out of a total ton

mileage of intrastate freight in Washington of 334,620,-

659 (Line "A-1"), 66,845,648 ton miles was log traffic
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(Line "A-2"), as to which the average haul was 39 miles

(Line "A-8") as compared with the average of all Wash-

ington intrastate freight of 93 miles. (Line "A-7".)

Now, plaintiff proved in the Business Tax Case that

the average terminal cost per loaded car of logs was

$2.06 (R. 1010), while the average terminal cost per

loaded car of all other freight was $3.95 (R. 1505-6), or

practically twice the terminal cost per car of logs. In

other words, the terminal cost of the 1,712,473 tons of

logs hauled (Line "A-5") was $2.06 per car, while the

terminal cost of the 1,876,885 tons of other intrastate

freight (Line "A-6") was $3.95 per car. Since obviously

log traffic must be substantially if not entirely local to

Washington, is it not fair to assume that where the aver-

age length of haul is so nearly the same, this is at least

some indication that the per-ton-mile operating expenses

of intrastate freight in other states must be at least as

great as that in Washington?

Same—Evidence based on minimum constructive

mileage allowable jor terminal yarding. As expressed in

constructive miles of line haul, Mr. Newell was asked

what, in his opinion, would be a minimum allowance to

be made for each terminal handling of freight involved

in the origination from the shipper or the delivery to the

consignee, to which Mr. Newell replied:

"I would say that the minimum equivalent would be
something like fifty miles. I do not mean that would
be uniform with every carrier, by any means, or in every
instance, or under every condition. I am just speaking
as a general proposition." (R. 2122.)

Defendants' Exhibit 59-A shows that if the expense

involved in each terminal yarding outside of Washing-
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ton is the equivalent of the expense involved in only 32.6

miles of line haul, then the cost per-ton-mile of hauling

the intrastate freight of states other than Washington

must have equaled that of hauling Washington intrastate

freight. (R. 2856.)

Mr. Stuver testified that the exhibit shows that by

adding a constructive mileage of line haul, representa-

tive of a terminal or transfer handling, of 32.6 miles, the

cost of intrastate freight on the system would be the same

as the cost of intrastate freight hauled in Washington,

per-revenue-ton-mile. That if the constructive mileage

so found had been less than 32.6 miles for each terminal

handling, then the cost of hauling interstate freight out-

side of Washington would be less than the cost in Wash-

ington. That if the constructive miles added as the

equivalent of the terminal service outside Washington,

was in excess of 32.6 miles, then the cost per unit would

be higher outside of the state. (R. 2025-6.)

Since, according to Mr. Newell, the minimum con-

structive mileage equivalent of each terminal handling

is 50 miles (R. 2122), it follows that the cost per unit of

hauling intrastate freight in states other than Washing-

ton must at least equal the cost of hauling similar freight

in Washington.

Same—Computed freight operating expense comparable to

such expenses computed in Business Tax Case, as to

each of years 1930 to 1935.

In Defendants' Exhibits 57 and 58 (R. 2848, 2850)

already explained, Mr. Stuver showed in detail his

method of computing the operating expenses (less for-

eign line switching expense) in Washington and for the

system for the year 1933, taking a three-year average as
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to maintenance of way and structures and freight train

car repairs expense, and the results of one year as to all

other expenses. These calculations, it was shown, were

made for the purpose of reconciliation with the methods

used by plaintiff in the Business Tax Case. In Defen-

dants' Exhibit 60, sheets 1 and 2 (R. 2857-8), Mr. Stuver

has made the same calculation for each of the years 1930

to 1935. (R. 2005-7.)

Same—Computation of operating expenses incident to inter-

state freight service within and outside of Washington
for years other than 1933.

As we have shown, the per unit cost of doing intra-

state freight business in Washington was established by

plaintiff for 1933 in the Business Tax Case, and from those

figures Mr. Stuver calculated the cost per unit of doing

interstate business in Washington for the same year.

The separate costs of doing intra and interstate freight

business was not shown for any of the other years 1930

to 1935. Mr. Stuver therefore calculated the separate

cost of doing intra and interstate freight business for the

other years involved on the assumption that the relation

between the cost per unit of hauling interstate freight

and the cost per unit of hauling intrastate freight was the

same for each of the years 1930 to 1935 as for 1933. As

we have already shown, Mr. Peterson agreed that this

percentage of difference does not vary from year to year,

but is pretty well stabilized.

He testified:

"I say the local traffic in Washington costs more per
unit of traffic than the interstate movement in Washing-
ton of interstate freight. You ask if the difference in the
proportions varies from year to year—if it cost 20%
more in one year than another. No, I think that is pretty
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well stabilized. It is a condition we meet with at all

times." (R. 1257.)

The formula by which Mr, Stuver arrived at his

figures is shown in Defendants' Exhibit 61, sheet 1 (R.

2859), and on sheets 2 and 3 (R. 2861-2) are shown the

actual calculations and resulting figures as to operating

expenses incident to interstate freight service for Wash-

ington and for the system for each of the years, 1930 to

1935. (R. 2008-2010.)

Capital cost—Computation of depreciated reproduction cost

of property used by plaintiff's tenant lines.

As explained by Mr. Newell (ante pp. 274-5), the

property upon which plaintiff is to be allowed a return,

as its capital cost in connection with its own railway

operations should not include that property used by its

tenant lines. (R. 2162.) The method by which Mr. Stuver

has made his deductions for the property so used is set

forth in Defendants' Exhibit 62, sheets 1 and 2 (R. 2867-

2870), as explained by Mr. Stuver. (R. 2029-2033.)

May we note that, as shown in the note on the

second sheet, the calculations under the letter "C" were

not used in any subsequent exhibits, and may be there-

fore disregarded. (R. 2032.)

Same—Capital cost—Computation of depreciated reproduc-

tion cost, less that used by plaintiff's tenant lines.

Defendants' Exhibit 62, sheet 3 (R. 2871), is self-

explanatory. In line "A" is set forth for each year in-

volved, plaintiff's system depreciated reproduction cost;

in line "B," the system joint facility rent income; in

line "C," the computed depreciated reproduction cost of

plaintiff's property used by tenant lines, computed by
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dividing such joint facility rent income by .068488 (the

factor computed in sheet 1, line "B"); in line "D" is set

forth plaintiff's entire depreciated reproduction cost, less

that used by the tenant lines; in line "G," the plaintiff's

total operating expenses, freight and passenger, com-

puted by adding those incident to passenger (line "E")

to those incident to freight service (line "F"); in line

"H" is set forth the system operating expense incident

to interstate freight service as theretofore computed in

Exhibit 61, sheet 3, line "k" (R. 2862), and dividing the

figures in this line with the total operating expense, gives

the percentage of total operating expenses incident to

interstate freight service. This percentage is multiplied

by the system depreciated reproduction cost of plaintiff's

property less that used by tenant lines (line "D") re-

sulting in the figures shown in line "J," the figures upon

which a 5.75 return is computed in line "K." (R. 2033-5.)

Sheets 5 and 6 (R. 2873-4) contain similar computa-

tions as to capital cost involved in plaintiff's interstate

freight operations in Washington. (R. 2033-6.)

The court's attention is invited to these exhibits.

(Defs' Ex. 62, sheets 3 to 6, R. 2871-4.)

Same—Capital cost—Joint equipment rentals apportionable

to interstate freight service in Washington and for sys-

tem.

The same figures are used as those included in the

original computation of the Turnburke Allocation Factor,

all as shown on Defendants Exhibit 63 (R. 2875). See

Mr. Stuver's testimony. (R. 2038.)

In support of the statement in the footnote of this

exhibit to the effect that no joint equipment rentals are
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apportionable to intrastate traffic, we cite the testimony

to that effect of Mr. Crawford, who testified on behalf

of plaintiff in the 1933 Business Tax Case. (Defs' Ex.

90, R. 2979.)

Apportionment of interstate freight revenues to Washington
on basis of relative cost including capital cost; computa-

tion of Washington net railway operating income before

taxes; percentage of same of corresponding system

figure. Comparison of resulting factor with Turnburke
factor.

On sheet 1, Defendants' Exhibit 64 (R. 2876), Mr.

Stuver has added his previous figures as to Washington

interstate freight operating expense, return on deprecia-

ated reproduction cost, and joint equipment rent income,

to produce (line "D") the total cost including capital

cost of doing Washington interstate freight business. On
sheet 2 (R. 2877), he has found the same (line "H") with

respect to system interstate freight business. Dividing

the state figure (line "D" repeated as line "i") by the

system figure (line "H") he finds that line "J" shows the

percentages for the various years of system interstate

freight revenue (line "K") apportionable to Washington.

The figures so apportioned are shown in line "L." (R.

2039-41.)

On sheet 3, line "L" (R. 2878) is repeated as line

"M" and this amount is compared with the amount of

interstate freight revenues apportioned by the Turn-

burke Method (line "N"), and the difference (line "O")

is either added or subtracted, as the case may be, to or

from the net railway operating income before taxes

(line "P") resulting in the net railway operating income

before taxes shown by Mr. Stuver's computations. (Line
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"Q.") This figure is divided by the system net railway

operating income before taxes (Hne "R") resulting in the

allocation factor shown by Mr. Stuver's figures in Line

"S," which is comparable to the Turnburke factor shown

in Line "T." (R. 2041-42.)

It is to be noted that the percentages apportionable

to Washington under Mr. Stuver's recomputations are

35.33% and 35.11% as compared with 35.16% and 34.33%o

indicated by the Turnburke Method followed by the

commission. (Defs' Ex. 64, sheet 3, R, 2878.)

Computation showing tons, ton-miles, average miles of haul,

etc., as to (a) Washington intrastate freight, (b) intra-

state freight outside of Washington, (c) interstate freight

in Washington, (d) movements outside of Washington

of interstate freight touching Washington, and (e) inter-

state freight not touching Washington.

1934 carload freight. In its annual reports, plaintiff

furnishes freight statistics as to the tonnage, ton-miles,

and revenues therefrom, both for Washington and the

system, and also its tonnage, ton-miles and revenues as

to Washington intrastate freight alone. On request, it

also furnished the tax commission with statistics as to its

system tonnage, ton-miles and revenue as to its system

interstate freight alone. But until it introduced its evi-

dence in this case, plaintiff furnished the commission no

information either as to system tonnage, ton-miles or

revenues as to that part of its interstate freight which

touches Washington. At the trial, but not until then, it

was learned that with respect to the interstate carload

freight touching Washington in 1934 the system revenue

was $18,395,281, the system ton-miles was 2,196,485,000

of which 605,902,000 was made in Washington, and the
—10
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balance of 1,590,583,000 was made outside of Washington.

(R. 1104.)

Less than carload (LCL) freight. Up until 1928,

plaintiff computed the Washington ton-miles and Wash-

ington mileage prorate apportionment of revenues from

each individual shipment of interstate L. C. L. freight,

but discontinued this practice in 1928 and thereafter

apportioned to Washington the average percentage of

ton-miles and revenues of all of its system interstate

L. C. L. freight which it found by examination of each

shipment had been apportioned for the five-year period,

1923 to 1928. (Test, of Dean, R. 1466-8.)

On this basis of apportionment statistics as to 1934

L. C. L. freight was shown to be as follows: Interstate

L. C. L. freight apportioned to Washington: 44,899 tons,

8,797,471 ton-miles (R. 1467), and $426,100 revenue ap-

portioned on the 1923-1928 basis. (R.1105) Mr. Dean

testified that there was no way of determining from

plaintiff's books either the revenue received from, or the

ton-miles made by the L. C. L. interstate freight touching

Washington. (R. 1467.)

Estimate of system revenues from 1934 L. C. L. inter-

state freight touching Washington from known carload

freight data. Thus, since the total system revenue from

L. C. L. interstate freight touching Washington was

neither reported nor shown by plaintiff's books, it was

necessary to estimate this figure from the data furnished

as to interstate carload freight touching Washington.

Plaintiff reported that for 1934 the revenue appor-

tioned to Washington from interstate L. C. L. freight was

$426,100. Assuming that this amount of revenues bore

the same relation to the revenue earned on the same
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freight outside of Washington as the Washington ton-

miles of car-load interstate freight bore to the ton-miles

outside of Washington of the interstate freight touching

Washington, Mr. Stuver reached a figure as to the total

system revenues earned on L. C. L. interstate freight

touching Washington of $1,544,676 which he added to the

system revenues from interstate carload freight of the

same character, making a total of $19,939,957, all as

shown by Defendants' Exhibit 55-A (R. 1971-1974), to

which we respectfully ask the court to refer. (Defs' Ex.

55-A, R. 2837.)

Estimate of system ton-miles of 1934 L. C. L.

interstate freight touching Washington from known car-

load freight data. In order to complete the data with

respect to interstate freight touching Washington it was

next necessary to compute the ton miles outside of Wash-

ington of L. C. L. interstate freight touching Washington,

since this figure was admittedly shown by neither plain-

tiff's books nor reports. The ton miles of such freight in

Washington for 1934 was shown to be 8,797,471. (R.

1467) In his computation, Mr. Stuver assumed that the

ton miles of such freight in Washington would bear the

same relation to the ton miles outside of Washington

as the ton-miles of interstate carload freight in Washing-

ton bore to the ton-miles of the same freight outside of

Washington, thereby reaching a total system ton mileage

of all interstate freight touching Washington of 3,939,247,-

000 as shown in line "g" of defendants' Exhibit 56, Sheet

1 (R. 2838), and the total ton-miles of such freight hauled

outside of Washington shown in Une "1". (R. 1974-8.)

The calculations in lines "j" to "n" of this exhibit

need not at this time be considered.
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We also invite the court's attention to defendants'

exhibit 56, sheet 2 (R. 2840) graphically explaining

sheet 1.

Statistical data as to plaintiff's various kinds of freight.

Having thus computed from the data at hand the ton

miles and revenues from interstate freight touching

Washington for the year 1934, Mr. Stuver was now in a

position to furnish the court with comparative statistical

data as to the tons, ton miles and revenues with respect

to the various kinds of freight hauled by plaintiff in 1934.

This he has shown in Defendant's Exhibit 56-A, sheets 1,

2, and 3 (R. 1979-1987), to which exhibit we ask the court

to refer. (Defs' Ex. 56-A, sheets 1, 2, and 3, R. 2841-6.)
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APPENDIX J

Gist of Turnburke method is apportionment of interstate

freight revenue between states. Whatever its defects,

its use did not prejudice plaintiff unless too much inter-

state freight revenue was thereby apportioned to Wash-
ington. Evidence shows that too much revenue was
not so apportioned.

Defendants' Exhibit 86-A (R. 2961) shows the mile-

age apportionment of interstate freight revenue to Wash-

ington for each of the years 1930 to 1935 and the annual

averages for 1930-1934 and 1931-1935 as compared with

the revenue apportioned by the Turnburke Method. (R.

2087-8) It is shown that by the Turnburke Method there

was apportioned to Washington interstate freight revenue

exceeding the mileage prorate apportionment by 22.22%

for the 1930-1934 period, and 22.37% for the 1931-1935

period.

If, independently of the Turnburke formula, the evi-

dence shows that Washington is in fact entitled to inter-

state revenues exceeding the mileage prorate apportion-

ment by at least these percentages, plaintiff can not be

heard to complain.

Turnburke apportionment to Washington of interstate freight

revenue—(a) Percentages supported by rate prorate ap-

portionment.

U. S. Census Bulletin 21 is entitled: "Commercial

Valuation of Railway Operating Property."

Part III, headed "Methods for the Distribution of

Railway values among States," is written by Prof. B. H.

Meyer, now senior member of the I. C. C. On pages

19 and 20, we find this statement in connection with the
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apportionment of interstate freight revenues between

states:

"The pure mileage basis of prorating receipts from
interstate shipments throws too much of the earnings into

the district of dense traffic and low unit cost of haulage.
* * * The pure mileage ratio basis of apportioning

the gross earnings of an interstate transaction will, in

most cases, yield the branches too small a portion and the

main line too great a portion. Probably good argument
could be brought in support of the proposition that on an
interstate shipment the branch should be allowed the local

charge and the main line the remainder; but if this be
thought to go too far toward increasing the earnings of

the outlying parts, certainly the branch ought to receive

the same proportion of the total earnings in any single

shipment as its local is of the sum of the locals for the

entire route covered."

This seems an equally logical treatment of interstate

freight earnings as between a terminal state and the

balance of the system. As already shown, the general

rate structure is based on cost of service plus a fair return.

Mr. Cleveland testified that 90 7^ of the rates were made

by the carrier itself. (R.1060) This being true, the rate

from the Washington point of origin or destination to the

point where the shipment enters or leaves the state, and

the rate from the state boundary to the place of origin or

delivery outside the state each represents the company's

own estimate of the cost of such service plus a reasonable

return. When, therefore, a through rate is fixed between

point of origin and destination which is less than the sum

of these two rates, it seems equitable that the terminal

state to which all terminal expenses are charged should

be entitled to that proportion of the total earnings there-

from which the rate for the distance hauled within such

state bears to the sum of such rate and the rate for the

distance hauled outside of the state.
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Rate prorate study of plaintiff's 1928 traffic.

R. G. Sharpe, a Washington attorney, testified that

he majored in mathematics during his 2^ years attend-

ance at the University of Wisconsin. (R. 1524-5) That

in the fall of 1929 he made a study of plaintiff's interstate

carload traffic touching Washington. That the traffic

studied was that of January, April, July and October,

1928, it being thought this would be a fair reflection of

plaintiff's total traffic during the year. (R. 1526.)

Pursuant to this plan he said he went to plaintiff's

St. Paul general offices and secured access to the cards

referred to by Mr. Peterson (R. 1471-3) from which plain-

tiff, for that period, computed the mileage prorate ap-

portionment of interstate revenue by states. He had

cards printed in substantially the form so used by plain-

tiff, which card set forth as to each shipment or group of

shipments the following data: Class of commodity;

month when traffic moved; name of commodity; point

of origin on N. P.; point of delivery by N. P. to consignee

or forwarding railroad; number of cars involved; number

of tons, and N. P.'s earnings from the shipment. De-

fendants' Exhibit 91 is a sample of the card used.

With the aid of clerks he then proceeded to copy all

of the plaintiff's cards showing interstate carload freight

movements touching Washington. The cards were care-

fully taken off and checked under the direct supervision

of the witness. The take-off covered all interstate car-

load movements touching Washington for the months

indicated. (R. 1527-1530.)

There were four kinds of cards: (1) local card; i, e.,

shipments received from consignor and delivered to con-
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signee by N. P.; (2) "middle line" card; i. e., shipments

received by N. P. from one carrier and delivered to an-

other carrier; (3) "interline received" card; i. e., ship-

ments received by N. P. from a connecting carrier and

delivered to consignee; and (4) "interline forwarded"

card; i. e., shipments received by N. P. from consignor

and delivered to a forwarding carrier.

After being brought to Seattle, the cards were ar-

ranged by other clerks under witness' supervision. The

cards were first arranged according to commodities, and

those covering the same commodity were then arranged

according to the Washington stations involved in the

shipment. Cards covering shipments of the same com-

modity between the same points, were consolidated into

a summary card showing the combined tons, total cars,

total earnings, etc. (R. 1531-3.)

Having proceeded thus far, Sharpe concluded that

the study would be incomplete without a supplemental

study of movements over the Burlington road, since he

had found that in divisions of interline revenue on ship-

ments moving over the S. P. & S., and N. P. and the Bur-

lington, the movement over the Burlington was con-

sidered in determining the apportionment to the S. P.

& S. Witness thereupon made a further study in St.

Paul with respect to freight movements interline between

the N. P. and Burlington. He made this study, not from

the N. P.'s cards, but from the abstracts of interline move-

ments regularly kept by the N. P., showing the apportion-

ment of earnings as between the different roads partici-

pating in interline carload freight. (R. 1533-5.)

In making the special study as to Burlington move-

ments, another blank card was prepared of which De-
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fendants' Exhibit 92 is a sample. The front of the card

was identical with the former card, but on the back blanks

were provided to show points of transfer between (a) the

N. P. and S. P. & S.; (b) the Burlington and N. P.; (c) the

Burlington and Colorado and Southern; (d) the Colorado

and Southern and Fort Worth & Denver City Railroad,

and (e) the divisions of interline revenue made to each

such road. By the Burlington "subsidiaries" he meant

the Colorado & Southern and Fort Worth & Denver City.

(R. 1536-7.)

The data with respect to all Washington interstate

carload freight moving via the Burlington was taken off

on the cards including the class number and name of com-

modity, points of origin, and destination; the number of

cars, weight in pounds, and weight in tons. On the

front of the card was shown the N. P. earnings, and on the

back, the movement of the car; i. e., where it reached and

left each of the roads indicated, and also the earnings

apportioned to each. These cards covered the same period

as the first cards.

After being taken off and shipped to Seattle, these

cards were substituted for those cards of the original

study involving Burlington movements. They were first

grouped with respect to the points where the shipment

reached or left the N. P., and where they reached or left

either the Burlington of its subsidaries. The cards in-

volving the same commodity and where the shipment

reached and left the N. P. and Burlington or its sub-

sidiaries at the same point were consolidated and sum-

marized, and the summary cards substituted for the

others. (R. 1536-1540.)
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The Washington mileage prorate of the N. P. earn-

ings was then calculated where not already computed on,

and copied from, the N. P. cards. In such computations,

the table of distances used was that used by the N. P.

in similar calculations and on file with the Washington

Department of Public Works. (R. 1540-1541.)

In doing this work, five to seven employes were neces-

sary. To do comptometer work, and work on calculating

machines, such machines were supplied, and the em-

ployed clerks were skilled in that particular line of work.

The calculations were checked as carefully as it was

possible to check them. Witness could not say that there

are not some errors in those calculations, but believes

that if there are any errors, they do not affect the result.

(R. 1541.)

After the cards were so arranged, and the mileage

prorate determined and noted on the cards, Mr. Means,

formerly employed by the N. P. as rate clerk, took the

cards and calculated and entered upon each card figures

indicating the rate applying to the particular commodity

between the point where the shipment left or reached

N. P. in Washington, and the point of entry to or exit

from Washington (R. 1068), and also the rate between

such entry or exit point and the point outside the state

where it reached or left the N. P. or Burlington system;

i. e., the rate on the particular commodity on the move-

ment within the state, and the rate on the movement

outside the state including the Burlington movement.

(R. 1541-2.)

The purpose was to find the earnings Washington

would receive if allocated in the proportion which the
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rate on the haul in Washington bore to the sum of such

rate and the rate on the haul outside of Washington; in

other words, the rate prorate. (R. 1542-3.)

After Mr. Means noted these rates on the cards the

percentages apportionable to Washington on that basis

were calculated and noted on the cards, and the appor-

tionments to Washington on that basis were calculated

and also noted on the cards. (R. 1544-5.)

Mr. Harry J. Means, whose requisite qualifications

as a rate man were admitted (R. 1795), testified that he

computed and noted on each of the cards referred to,

the rate on carload movements to or from the point of

origin or destination in Washington and the point on the

N. P. nearest the state line where the shipment reached

or left the state. He also computed the rate from that

point to the point of origin or destination outside the

state as shown on the card. There are two kinds of

rates: commodity rates and class rates. A class rate is

a rate used to cover any situation between any two points

for a specific commodity, if a specific commodity rate has

never been published. A commodity rate is a special rate

given to certain commodities for certain hauls. As to

any cards where he found commodity rates published

as to all rates to be computed, he used commodity rates.

But if there was no commodity rate as to one or more of

the hauls, he used class rates. A commodity rate was

matched against a commodity rate, and a class rate

matched against class rate. (R. 1595-7.)

On a movement through Washington such as one

from Pendleton to St. Paul, a rate was computed from

the initial point of origin to the Washington exit point,
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and from that point to the final destination, and then

from the initial point of origin to the Washington entry

line and from that point to the final destination.

Part of the cards covered movements in part over

the Burlington system (including the Colorado & South-

ern and Fort Worth and Denver City.) For the purpose

of calculating rates, the Burlington system was treated

as part of the N. P. For instance, on movement from a

point in Washington to a point on the Fort Worth and

Denver City, he computed the rate from the point of

origin to the Washington exit line, and from that point to

the point where the Fort Worth line turned it over to a

connecting line or delivered it on its own line. (R.

1798-9.)

Mr. Sharpe then testified that after the cards had

been returned to him by Mr. Means, the apportionment

of N. P. earnings shown on the cards was computed as to

each shipment by allowing to Washington that percentage

of the total earnings which the rate from the Washington

point of origin or delivery to or from the point of entry

to or exit from Washington bore to the sum of that rate

and the rate to or from such point of entry or exit and

the point or origin or destination of the shipment outside

of the state. Taking, for instance, a shipment from

Seattle to St. Paul—there was noted on the card the

local rate from Seattle to Hauser, Idaho, and also the rate

from Hauser to St. Paul. The earnings of the N. P. ap-

portionable to Washington were computed by taking the

percentage which the Seattle-Hauser rate bore to the sum

of the Seattle-Hauser rate and Hauser-St. Paul rate.

(R. 2098-9.)
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In answer to Mr. daPonte's complaint that this gave

to Washington the high percentage of the short haul, Mr.

Sharpe replied that the reverse would be true with regard

to any movement between Portland or points in Eastern

Oregon and Washington. (R. 2100.)

As to the comparatively few shipments between

points in central Idaho, through Washington, and points

east of Washington, Washington being the middle haul

was arbitrarly allowed 25% less than the mileage prorate.

(R. 2101.)

(Washington was really entitled to more than a

mileage prorate on this traffic as later shown by the testi-

mony of Mr. Wilson. (R. 1590-1593.)

With respect to movements from points south of

Chehalis over the N. P. to Vancouver, Washington, thence

via the S. P. & S. to Pasco, and thence via the N. P. to

points east of Pasco, the rate prorate was computed from

point of origin and from the amount thus computed was

deducted the actual revenue paid to the S. P. & S. for its

haul. (R. 2100-2101.)

With respect to movements beginning or ending in

Oregon and moving through Washington and to or from

another state, the rate prorate was computed for Wash-

ington and Oregon combined, and from this amount, the

rate prorate of Oregon was deducted, and the balance

treated as the Washington apportionment. (R. 2103-4.)

In making these computations the movements in-

volving stoppage in transit within Washington and moving

over the Burlington via Laurel and Minnesota Transfer

were not included. (R. 2104.)
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In computing the rate prorate and apportioning the

resulting revenue to Washington, the Burhngton Une and

its subsidiaries (the Colorado and Southern and Fort

Worth and Denver City), were treated as a portion of

the N. P. The reason was that the Burlington and its

subsidiaries were so treated in the apportionment made

between the S, P. & S., the Burlington and the N. P.

(R. 1533-4.)

After such computations were completed, the cards

were stored in Seattle until November, 1937, when they

were brought by carrier to the office of the tax commis-

sion. (R. 1545.)

Defendants' Exhibit 108 (R. 3219) shows the results

of Sharpe's studies in regard to the earnings of the N. P.,

and the Washington mileage and rate prorate thereof,

as to interstate carload shipments over the N. P. during

January, April, July and October, 1928. (R. 2104.)

The exhibit which is set forth on the following page,

speaks for itself. It shows that if Washington is allowed a

mileage prorate of the Southern Idaho traffic earnings,

the rate prorate is 26.2% in excess of the mileage prorate

(line 4), and that if Washington is allowed 25% less than

a mileage prorate of such Southern Idaho traffic earn-

ings, the rate prorate apportionment is 25.89% in excess

of the mileage prorate (line 9). These percentages are

to be compared with the average percentages of 22.22%

and 22.38% over the mileage prorate shown by the ap-

plication of the Turnburke Method. (See Defs' Ex. 86-A,

2961.)
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DEFENDANTS' EXHIBIT 108 (R. 3219)

Earnings, and Washington mileage and rate prorate thereof,

from interstate carload shipments during January, April,

July and October, 1928, over the N. P. Ry. touching the

state of Washington. Relation between such mileage

prorate and rate prorate apportionments.

(1) Total N. P. system earnings from interstate carload
shipments touching Washington during January,
April, July and October, 1928, other than shipments
moving in part over Burlington, and moving into or
out of, transit stations west of Hauser, Idaho $9,629,796

(2) Total of said system earnings apportionable to N. P.
Washington operating property, on mileage prorate
basis 2,603,999

(3) Total of said system earnings (Line 1) apportionable
to Washington operating property on rate prorate
basis (percentage of rate on Washington haul of sum
of rates on Washington haul and rate on haul outside
Washington)* 3,286,519

(4) Percentage of rate prorate apportionment to Washing-
ton of mileage prorate apportionment to Washington
(Line "3" ^ Line "2") 126.2%

(5) Total of said shipments betvc^een points in Idaho on
Camas Prairie Line and Palouse and Lewiston and
Genesee Branches, and points east of Hauser 363,419

(6) Washington mileage prorate of N. P. earnings from
said shipments 33,290

(7) 25% of Washington mileage prorate of N. P. earnings
from said shipments (Line "5" X .75) 8,323

(8) Total rate prorate apportionment to Washington on
freight described in Line 1, if Washington were appor-
tioned 25% less than mileage prorate on said Idaho
traffic (Line 5) (Line "3" — Line "7") 3,278,196

(9) Percentage of rate prorate apportionment to Washing-
ton as thus computed (Line 8) of mileage prorate
apportionment to Washington (Line 8 ^ Line 2) 125.89%

* Note—Earnings from shipments between points in Idaho on Camas
Prairie Une and Palouse and Lewiston and Genesee Branches, and points east
of Hauser, Idaho, apportioned to Washington on mileage prorate basis.

Turnburke apportionment to Washington of interstate

freight revenue—(b) Percentages supported by N. P.'s

divisions with S. P. & S. and other customary divisions.

S. P. & S. System described. The S. P. & S. road

extends from Spokane, southwesterly through Pasco, and

Vancouver, Washington, to Portland, and thence to

Astoria, and Seaside, Oregon. From Portland to Spokane

it is of expensive construction, with very light grades and
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curves. West of Portland there are practically no grades,

but the curves are heavy. The only branch of importance

is the Goldendale branch, extending from Lyle, on the

Columbia river, to Goldendale, used principally to ac-

commodate grain traffic. One of its subsidiaries, the

Oregon Trunk, extends from Wishram on the north bank

of the Columbia, a distance of about 150 miles to Bend,

Oregon, following the canyon of the Des Chutes river.

It is a road of fairly good grade, moderate curvatures, and

high grade construction. The traffic originating on that

line is chiefly forest products, with some livestock and

grain. (R. 2122-3.)

The Oregon Electric is electrically operated, and ex-

tends from Portland to Eugene, Oregon, through the

Willamette valley. It now hauls only freight, principally

agricultural and forest products. (R. 2123.)

The United Railways is a line leading northwest from

Portland, about 50 miles long, into timbered country,

hauling principally forest products. (R. 2124.)

The Gales creek is a 12-mile branch of the United

Railways, hauling principally lumber. (R. 2124.)

The portion of the S. P. & S. from Portland west to

Seaside, hauls some merchandise, fish and fish products,

and agricultural and forest products. (R. 2124.)

CoTnparison of S. P. & S. System with N. P. west of

Spokane. Asked to compare the topography of the lines

of the S. P. & S. and its subsidiaries, with those of the

N. P. west of Spokane, Mr. Newell testified that starting

from Spokane, the two roads pass through similar country

down as far as Pasco, much of the way being only a few

miles apart. The N. P. was built for the purpose of reach-
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ing the local traffic, while the S. P. & S. was built primarily

as a bridge line between Spokane and Portland, to accom-

modate the through business of the parent lines, the G. N.

and N. P. (R. 2125.)

From Pasco to Vancouver the S. P. & S. is in a

country where construction was costly, and the local

traffic comparatively small. But very high standards of

construction were maintained. At Portland it connects

with other railroads and productive country, south and

west, and at Vancouver with productive country north

and west. The traffic is mainly all on main line, at low

grades, and in good volume, and is handled at very low

cost. (R. 2125.)

Proceeding west of Pasco, the N. P. goes northwest-

erly through the Yakima valley, in a much more pro-

ductive territory than that of the S. P. & S., through the

rich Yakima and Kittitas valleys, and thence across the

Cascades to Tacoma and Seattle. From Tacoma the

N. P.'s lines extend west to Grays Harbor, and south-

ward to Willapa Harbor and to Portland. Proceeding

northerly from Seattle the line extends through Everett,

Bellingham and Sumas, Washington, where it connects

with a line to Vancouver, B. C. It has numerous branches

into the timbered country around Everett, Tacoma, Aber-

deen and other points. It also has branches covering

most of the wheat country of eastern Washington. It

serves practically every city and large town in Washing-

ton except Wenatchee. (R. 2125-6.)

Mr. Newell thought that there is no product of the

northwest of any considerable volume which is not

handled by each of these two roads, the S. P. & S. and
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N. P. They may vary somewhat in their relative volume,

he said, but he thought it fair to say that there is no

great difference in the character of the traffic handled by

the two lines. (R. 2126.)

Plaintiff owns one-half of the stock of the S. P. & S.

(R. 1204) and the G. N., the other half. (R. 1657-8) The

S. P. & S. owns all of the stock and bonds of the Oregon

Trunk and United Railways, and 98% of the stock and

87% of the bonds of the Oregon Electric. (R. 1204-5)

The stock of the Gales Creek & Wilson River is owned

by the N. P. and G. N. subsidiaries. (Defs' Ex. 53, R.

2744.)

Comparison of mileage prorate apportionment and actual

apportionment of S. P. & S.-G. N. and S. P. & S.-N. P.

interline carload freight revenue.

In view of the similiarity of the relation of the S. P.

& S. and its subsidiaries to the N. P. lines east of Spokane

to that of the N. P. lines west and east of Spokane

(recognized by the late Mr. Donnelly, the N. P.'s presi-

dent; Defs' Ex. 53, R. 2744-5), it was thought helpful to

the court to make a study of the S. P. & S.-N. P., and S.

P. & S.-G. N. traffic with a view to comparing the actual

divisions with the mileage prorate apportionment of the

interline revenue received by those roads.

Special study oj 1935 S. P. & S. freight traffic.

George V. Calhoun, assistant engineer of the tax commis-

sion, testified that in September, 1937, he participated in

making a traffic study of the S. P. & S.-N. P. and G. N.

railway operations. (R. 1556) The purpose was a study

of the allocation of the revenue from carload traffic as

between these roads. That he secured the information
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from the abstracts of the interline waybills kept in the

office of the S. P. & S. at Portland. The first step was the

preparation of a card containing the necessary blanks

and headings to obtain the information desired. Defend-

ants' Exhibit 95 (R. 2983) is the form of card used. For

interline carload freight shipments there was noted on

these cards the weight, month shipped, point of origin,

point of destination, number of cars in shipment, and the

commodity wherever it was ascertainable from the way-

bill. Also the transfer points between the N. P. and the

S. P. & S. and its subsidiaries, and also the total earnings

and the earnings allocated to the various participating

railways including those of the S. P. & S. System, i. e.,

the S. P. & S. itself, and its subsidiaries, the Oregon

Trunk, Oregon Electric, United Railways, and Gales Creek

& Wilson River. Also the N. P. earnings, and the total

N. P. plus S. P. & S. System earnings. (R. 1556-8.)

Defendants' exhibit 94 (R. 2982) is a sample of the

card used for the G. N.-S. P. & S. traffic and contains the

same information with relation to the G. N.. Around

13,000 cards were taken off in all. The study covered a

six months' period of the year 1935, including January,

March, May, July, September and October. October was

chosen instead of November because one volume of the

November records was missing. Mr. Calhoun was as-

sisted by employes in the office of the tax commission

and former railway employees hired in Portland, and they

did the work under Mr. Calhoun's supervision. Mr.

Manschreck was in charge of the work for the first few

days but Mr. Colhoun followed his work throughout.

The work was double checked so far as posting was con-

cerned, and all errors that could possibly be located were
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weeded out. The data was taken as to all revenue car-

load freight shipments moving between the S. P. & S.

and either the G. N. or N. P. for those months. After the

cards were completed and checked they were sent to the

tax commission's office in Olympia. (R. 1558-1560.)

John F. Wilson testified as to the computation made

from these cards after they reached Olympia. Mr. Wilson

is a civil engineer employed by the tax commission as

assistant engineer, his qualifications being admitted. Mr.

Wilson participated in taking off the cards from the S. P.

& S. books, and when the cards reached Olympia, they

were turned over to Mr. Wilson for tabulation and an-

alysis. The first step was a check of the totals on the

cards by comptometer girls. Next, the sum of the total

revenues of S. P. & S. and N. P. or G. N. was entered on

the reverse side of the card. Next, the mileage prorate

apportionable to the S. P. & S. and G. N. or N. P., was

computed. The mileage was obtained from the table of

mileages filed by the respective roads with the Washing-

ton Department of Public Works. The witness then gave

further details as to his method of procedure. After com-

pleting the computations on the cards themselves, Mr.

Wilson computed the combined actual earnings of the

S. P. & S. System and the G. N. or N. P. as the case might

be, and the actual earnings of each, and the amounts

apportionable to each on a mileage prorate basis. The

actual earnings of each road were then divided by the

mileage prorate apportionment to determine the relation

between the two. (R. 1560-1566.)

Defendants' exhibit 82 (R. 2955) is a summary of the
j

data referred to, and speaks for itself. The difference in I

proportions with respect to the N. P. and G. N. is ex-



309

plained by the fact that the N. P. has an interchange at

Pasco, which gives a smaller relative mileage to the

S. P. & S. on the east and west business. The G. N. has

no transfer between Portland and Spokane, which makes

the haul on the S. P. & S. longer for the G. N. than for the

N. P. The traffic from southwestern Idaho and south-

eastern Washington is transferred to the N. P. at Pasco

and moves west to Portland. This traffic is mostly grain

and is not comparable with movements on the G. N. (R.

1574-7.)

Defendants' exhibit 82 is set forth on the following

page.
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Average length of haul of S. P. & S.-G. N. and S. P.

& S.-N. P. 1937 carload freight. Mr. Wilson also made

a study of the average length of haul per ton of 1935

interline carload freight hauled on the S. P. & S. System,

the G. N. and N. P. The weight of each shipment was

shown on the cards in pounds. These were converted into

tons, and the ton miles of each road were computed by

multiplying the miles of haul by the tons. Having found

the total ton miles as to each road, this figure was divided

by the tons which gave the average number of miles of

haul per ton of freight. (R. 1577-8.)

Defendants' Exhibit 84 is self-explanatory (R. 1579-

80) and is set forth on the following page.
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Same—Comparison of mileage prorate apportionment and

actual apportionment of revenue from S. P. & S.-G. N.

and S. P. & S.-N. P. carload freight moving east of

Spokane.

From the cards, Mr. Wilson made another study of

the division of earnings with respect to what were called

"East-West" shipments; i. e., shipments moving over the

S. P. & S. through Spokane or Pasco and on the N. P. or

G. N. main lines east of Washington. The analysis and

totals were arrived at in the same manner as those shown

on Defendants' Exhibit 82. (R. 1580-1581.)

Defendants' Exhibit 83 (set forth on the following

page) shows the result of this study, and is self-ex-

planatory. The study relates only to traffic via Spokane

and main line east of Spokane on the G. N. and N. P.,

and irrespective of whether the transfer was made at

Pasco or at Spokane. (R. 1581-3.)

(It seems agreed by counsel that unless otherwise

specified by the shipper the traffic moving via the N. P.

was interchanged at Pasco or at Spokane so that the

originating carrier would get the longest haul. (R, 1583.)
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Same—Average length of haul of S. P. & S.-G. N. and

S. P. & S.-N. P. "east-west" carload freight.

Mr. Wilson made a further study as to the average

miles of haul per ton of the S. P. & S. "East-West" ship-

ments of freight, which was similar to, and computed in

the same way as the study shown on Defendants' Ex-

hibit 84 except that it related only to such East-West

shipments. (R. 1583.)

Defendants' Exhibit 85 showing the results of this

study is set forth on the following page.
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Wilson's use of too short a Montana haul, to defend-

ants' prejudice. In connection with these exhibits pre-

pared by Mr. Wilson, may we note that Mr. Peterson

testified that by reason of the St. Regis Cut-Off in Mon-

tana, the freight mileage in Montana is 29.1 miles greater

than the passenger mileage. (R. 1473-4.)

Mr. Wilson testified that in making the calculations

developed in Defendants' Exhibits 82, 83, 84 and 85, he

took the actual Montana mileages shown in the mileage

tables, and that these mileages did not make allowance

for this additional 29.1 miles because of the haul via St.

Regis. Had the increase of 29.1 miles been used, he said,

the effect would have been to increase the N. P.'s portion

of the mileage and decrease that of the S. P. & S., and

hence to decrease the mileage prorate of the S. P. & S.,

and would thus have increased the spread between the

mileage prorate proportion and the actual apportionment

of earnings. For instance, on Portland-Laurel traffic

moving with transfer at Pasco, the S. P. & S. mileage

prorate would have been reduced by 68/lOOths of one

per cent; on the Portland-Minnesota Transfer movements

with transfer at Pasco, the S. P. & S. mileage prorate

would be reduced by 18/lOOths of one per cent; on Port-

land-Laurel shipments, with transfer at Spokane, the

S. P. & S. mileage prorate would be reduced 1.11%, and

on Portland-Minnesota Transfer shipments with inter-

change at Spokane, it would be reduced by 31/lOOths of

one per cent. (R. 1611-12.)
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Same—Applicability of S. P. & S.-N. P. divisions to appor-

tionment of N. P, interstate freight revenues to Wash-
ington.

Mr. Newell testified in this connection:

"Q. I will ask you to assume that the Northern
Pacific lines in Washington are owned and operated by
one corporation, and all of the remaining lines of the
Northern Pacific are owned and operated by another
corporation; in such case would it be necessary for the
two lines to make divisions of interline revenue on traffic

interchanged between the two roads?

"A. Yes.

"Q. Now with respect to such of this traffic as moves
to and from points east of Washington, and over the main
line via Spokane, what would you say as to what would
constitute a fair and equitable division of the revenues
from traffic as to the Washington corporation and the

corporation owning and operating the balance of the

Northern Pacific, as compared with the divisions made
between the S. P. & S. and its subsidiaries on the one
hand, and the Northern Pacific on the other on traffic

interchanged between the two roads and moving via

Pasco and Spokane, and the Northern Pacific main line

east of Spokane to and from points east of Spokane?

"A. I think the same general considerations would
apply in divisions between the Northern Pacific Washing-
ton company and the other Northern Pacific company as

now apply between the S. P. & S. and the Northern
Pacific.

"I believe that there is sufficient similarity between
the S. P. & S. lines and the Northern Pacific Washington
lines so that the divisions actually made between the

S. P. & S. and the Northern Pacific on such traffic would
afford a fair criterion as to what the divisions should

equitably be for the Washington corporation.

"As far as the question of relative cost entered into

it, I think it would be found that the hauls on the lines

of the Washington corporation were over lines slightly

more expensive to operate and to build, and that as re-

gards the length of haul and its effect the hauls on the
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Washington corporation would be relatively somewhat
shorter than those on the S. P. & S., which would naturally

require a slightly larger excess for mileage prorate in

order to accomplish the same result in compensation."

(R. 2126-9.)

Same—Apportionment to Washington of interstate carload

freight revenue on basis of actual apportionment made
to S. P. & S. as to east-west traffic, and other approved

methods of apportionment as to north-south traffic.

North-South Trajfic—25% minimum allowance to

short haul state. Plaintiff's witness, J. L. Burnham had

been plaintiff's western traffic manager for nine years,

and connected with plaintiff's traffic department for

thirty years. (R. 1019.)

Mr. Burnham testified that on California business,

the through rates are made on a mileage prorate with a

minimum of 25%, by which he meant a minimum of 25%
of the through rate. On Los Angeles and Southern Cali-

fornia business moving over the Southern Pacific and N.

P., where the transfer is made at Portland, the N. P. gets

25% of the revenue to Seattle, which is in excess of the

mileage prorate. When it is not the mileage prorate, the

N. P. lines north of Portland are allowed a 25% mini-

mum of the through rate. That is the general basis for

the apportionment of revenue between connecting car-

riers. (R. 1440-42.)

Asked to explain a little further the 25% minimum
division of interline revenue, Mr. Burnham testified:

"You ask me to explain a little more the 25% mini-
mum division of interline revenue. In the making of

through rates we do not use the combination of locals as
a factor, as for instance between here and California, the
local rate from Seattle to Portland, plus the local rate
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beyond. We agree on a through rate, which is less than

a combination of locals and that rate is divided on a mile-

age basis with a minimum of 25% for the short line. Now
that is the general basis of making joint rates. Of course

there are exceptions. You ask if it is the general basis

generally in the West, or all over. All over. The Master

asks if I mean by our minimum of 25%, that if our pro-

rate would not give us 25% of the freight revenue, we
would get that anyway. Yes. The local rate is the maxi-

mum." (R. 1441-2.)

Mr. Burnham further testified that the principle of

the local rate being the maximum, did not apply in all

cases. Today on many of the N. P.'s rates from Southern

Pacific territory the N. P., he said, gets 25% regardless

of the local rate, and that in many cases exceeds the local

rate which the short line would get on a shipment to or

from the point of interchange. (R. 1442.)

Application of such divisions to N. P. 1928 Washing-

ton interstate freight traffic. With this preliminary re-

view of the evidence bearing on the propriety of apply-

ing the S. P. & S.-N. P. "east-west" divisions to plaintiff's

"east-west" business and that of allowing the short haul

a minimum of 25% of the through rate as to the re-

mainder of the N. P. traffic, we come now to the actual

application of these apportionments to the Washington

interstate freight carload traffic. For this purpose, the

defendants had available only plaintiff's carload business

for the year 1928 which had been copied from plaintiff's

records by Mr. Sharpe. It was to this traffic, therefore,

that these apportionments were applied.

East-West Traffic. Mr. Wilson testified that he made

a study in which, for the months of January, April, July
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and October, 1928, he attempted to apportion plaintiff's

interstate revenues to Washington. He took the cards

delivered to him by Mr. Sharpe (Defs' Ex. 93 for identi-

fication), on which cards the N. P. earnings and mileage

prorate apportionment to Washington were noted. These

cards were first separated into groups designated "East-

West," which included all cards covering shipments mov-

ing east or west through Spokane and on plaintiff's main

line east of the state line. The rest of the cards were

considered "North-South" cards, which included ship-

ments moving between Washington and Oregon or Wash-

ington and Central Idaho, between Central Idaho, and

Oregon, through Washington, and between Central Idaho

and points east of Washington, through Washington, and

from points in Central Idaho, through Washington and

back into Central Idaho. (R. 1584-5.)

The East-West cards were summarized as to the total

mileage prorate apportionment to Washington. That

amount was multiplied by 142.68 as determined from the

study of the East-West S. P. & S.-N. P. movements to be

the excess over a mileage prorate actually apportioned to

the S. P. & S. as shown by Defendants' Exhibit 83. On
similar movements of freight he had found that the actual

division to the S. P. & S. was at least 42.68% more than

the mileage prorate division would have been. (R.

1585-6.)

North-South Traffic. With respect to the North-South

movements, the apportionment was made on a mileage

prorate basis, allowing a minimum of 25% to the state of

shortest haul. The haul was in most cases more than 75%
in Washington. That would leave Oregon or Idaho the

states of short haul. Their minimum division would be
—11
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25% of the total earnings, in all cases. As to haul from

Central Idaho, through Washington, and back into Cen-

tral Idaho, Idaho would receive a minimum of 25% as

to each leg of the haul, giving 50% to Idaho and 50%
to Washington. If the terminal end of the haul was more

than 25%, he applied the mileage prorate. If less than

25%, he gave it a minimum of 25% in each case. As be-

tween Portland and Seattle, where the haul in Oregon is

only 10 miles, and the mileage prorate apportionment to

Oregon would be only one or two per cent, Oregon got

the 25% minimum in all cases. On a haul from Eastern

Oregon with a few miles of haul in Eastern Oregon,

through Washington and back into Oregon to Portland,

Oregon would get 25% for the Eastern Oregon part, and

25% for the Western Oregon part, making 50% division

to Oregon and 50% division to Washington. (R. 1587-9.)

The other class of North-South shipments involved,

were those originating in Southern Idaho on the Palouse

and Lewiston, Camas Prairie, or Genesee branch, passing

through Washington, via Spokane, and thence east over

the main line, and shipments west the same way. In

those cases he treated the west of the North Idaho line

as the west end of the division, and east of that as the

east end. The first apportionment had to be between this

"east end" and the "west end." Then after that appor-

tionment was made, he had to make an apportionment

between Washington and Idaho or Washington and Ore-

gon as the case might be. (R. 1590.)

To do this, the basis of the division was in each case

a mileage prorate with a 25% minimum. For instance,

between St. Paul and Lewiston, if it appeared that the

mileage of haul between Lewiston and the East-West
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Idaho-Washington line was less than 25%, Washington

and central Idaho would receive 25% of the total earn-

ings. If on any shipment the mileage prorate of Wash-

ington and central Idaho was more than 25%, the mile-

age prorate would be used. (R. 1590-91.)

With respect to shipments moving through Laurel

and Billings onto the Burlington line, where there was a

long main line haul on the east end of the division, with

a large branch line haul on the west end of the division,

he doubled the mileage of the branch line portion in

Washington and Idaho. He did this on the theory that

the branch line haul is twice as expensive as the main line

haul.* The branch line haul involved in such movements

was between Marshall Junction, nine miles west of Spo-

kane, and thence through Washington and into Central

Idaho. As to these Burlington shipments he used the

mileage prorate except that he doubled this branch line

mileage. This method was applied only to the shipments

through Laurel and Billings, to or from the Burlington.

(R. 1501.)

Having thus determined the apportionment to Wash-

ington and Central Idaho combined, his next problem

was to apportion these earnings as between Washington

and Central Idaho. In those cases, being the terminal

end, the Idaho end was first allowed 75 constructive miles

in addition to its actual mileage of haul, and then the

mileage prorate basis was applied. For example, on a

shipment from Moscow, Idaho, through Washington, to

* Higher cost per traffic unit on branch lines. Plaintiff's witness,
Mr. Peterson, testified that after making a very careful study in the
log rate cases in 1930 and 1931, he came to the conclusion that the
cost per branch line traffic unit—by which he meant ton-mile or
car-mile, or gross ton-mile—is about twice that of the main line. (R.
1482.)
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St. Paul, where the mileage in Washington was 111^/^

miles and that in Central Idaho, only 3 miles, the mileage

allowed Central Idaho would be 3 plus 75 or 78 miles, that

of Washington 111.5, making a total in Washington and

Central Idaho of 189.5 miles, and the Washington-Central

Idaho revenues would be divided on a mileage prorate

basis, taking into consideration the 75 constructive miles.

The reason why Idaho was thus allowed the 75 construc-

tive miles was that Idaho was the terminal state and on

account of the terminal expense involved. (R. 1592-3.)

As to stoppage in transit shipments moving over the

Burlington via Laurel or the Minnesota Transfer, the

revenue was apportioned in the same way. Where it ap-

peared from the cards that the point of origin (point

from which shipped to transit station) was in Washing-

ton, that point would be taken to determine the mileage,

if that could not be determined, then the transit station

was used to determine the mileage prorate. (R. 1593-4.)

Mr. Wilson did not apply the rule that the local rate

is the maximum for the short line movement, but applied

the 25-75 per cent rule in all applicable cases, irrespec-

tive of whether the local rate would have represented a

lower maximum. So that if the local rate in any given

case had shown that less than 25% should be allowed, he

still allowed 25% in every case. (R. 1594.) (It can readily

be seen that this did not work to plaintiff's prejudice.)

The earnings from a Spokane-St. Paul shipment

would be apportioned on the basis of 142.68% of Washing-

ton's mileage prorate apportionment. Thus, if the mile-

age prorate gave Washington 1%, the effect of his appor-

tionment was to give Washington 142.68% of that amount

or 1.4268%. (R. 1594.)
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The title of Defendants' Exhibit 86 states: "(c) other

revenues from interstate freight apportioned as ex-

plained by oral testimony." Mr. Wilson testified that he

had already explained how those other revenues were

apportioned. Otherwise, Defendants' Exhibit 86 speaks

for itself. (R. 1598-1601.)

The exhibit is set forth on the following page.

The resulting percentage of 22.06% in excess of a

mileage prorate apportionment is to be compared with

the percentages of 22.22% and 22.38% in excess of a mile-

age prorate apportionment resulting from the use of the

Turnburke Method. (See Defs' Ex. 86-A, R. 2961.)
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DEFENDANTS' EXHIBIT 86 (R. 2960)

Relation of interstate revenues apportionable to Washington

on mileage prorate basis from interstate carload freight

hauled on N. P. system during January, April, July, and

October, 1928, to interstate revenues from the same
traffic apportionable to Washington on the following

basis: ..(a) Revenues from all interstate freight moving
over N. P. transcontinental main line via Spokane to

and from points east of Washington, and moving to or

from points in Washington and western Oregon (desig-

nated as "N. P. east-west traffic"), apportioned to Wash-
ington on basis of 142.68% of mileage prorate; (b) rev-

enues from all interstate freight moving between Ore-

gon and Washington and between points on the Camas
Prairie, Palouse & Lewiston and Genesee branches of

N. P. in Idaho and points in Washington and Oregon
(designated as "N. P. north-south traffic"), apportioned

on basis of mileage prorate with 25% minimum to state

of shortest haul, and (c) other revenues from interstate

freight apportioned as explained by oral testimony.

Through
Shipments

(A)
(A) Freight as to which Wash-

ton apportionment 75% of

total N. P. earnings.
(A-1) Total N. P. earnings $860,859
(A-2) Washington apportionment

(75% of "A-1") 645,644

(B) Freight as to which Wash-
ington apportionment 50%
of total N. P. earnings.

(B-1) Total N. P. earnings 2,008

(B-2) Washington apportionment
(50% of "B-1") 1,004

(C) Freight as to which Wash-
ington apportionment 25%
of total N. P. earnings.

(C-1) Total N. P. earnings 5,170

(C-2) Washington apportionment
(25% of "C-1") 1,292

(D) Freight as to which Wash-
ington apportioned mileage
prorate 71,526

Burlington
Traffic Milled
In Transit In
Washington,
Oregon or
South Idaho

(B)

Total
Traffic

(C )

$860,859

645,644

2,008

1,004

5,170

1,292

71,526



327

DEFENDANTS' EXHIBIT 86 (R. 2960)—Continued

Burlington
Traffic Milled
In Transit In

Through Washington, Total
Shipments Oregon or Traffic

South Idaho
(A) (B) (C)

(E) Freight as to which special
divisions were computed,
including south Idaho traffic

moving to and from points
east of Washington via Spo-

$61,350 $6,253 $67,603

(F) N. P. east-west traffic as ex-
plained in title.

(F-1) Washington mileage pro-
rate 1,664,586 64,106 1,728,692

(F-2) Washington division 142.68%
of mileage prorate 2,375,031 91,466 2,466,497

(G) Total Washington divisions
(sum of lines "A-2", "B-2"
"C-2", "D", "E" and "F-2") 3,155,848 97,719 3,253,567

(H) Total Washington mileage
prorate 2,596,756 68,741 2,665,497

(I) Percentage in excess of

mileage prorate apportion-
ment (line "G" ^ line "H") 121.53% 142.16% 122.06%

Same—Average miles of haul of N. P. east-west carload

traffic within and without Washington.

Mr. Wilson testified that he made a study of the aver-

age miles of haul with respect to the N. P. 1928 East-West

Washington interstate carload freight traffic. The Wash-

ington ton-miles were in most cases shown on the cards.

If not, they were computed by multiplying the Washing-

ton mileage of haul by the tonnage. To determine the

average miles of haul within and without Washington, he

first totaled the Washington ton-miles and the total ton-

miles carried. Dividing the total ton-miles by the total

tons hauled gave the average miles of haul per ton of

freight. The length of haul outside of Washington was

found by subtracting the Washington average mileage

of haul from the system average mileage of haul. The

results of Mr. Wilson's calculations are shown on Defend-

ants' Exhibit 87 copied on the following page. (R. 1601-4.)
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APPENDIX K

The Newell relative cost method of allocation.

The extensive experience and education of Defen-

dants' witness, the late J. P. Newell, as a railroad valua-

tion and rate expert, are set forth in the record (R.

2113-16) and have been earlier set forth herein. (Ante,

pp. 177, 178.)

Mr. Newell found by his method of calculation that

the proper percentage of plaintiff's commercial system

value located in the state of Washington was 34.06% for

the 1935 assessment (Defs' Ex. 103, Sht. 2, line "r", R.

3189), and 33.78% for the 1936 assessment (Defs' Ex. 103,

Sht. 4, line "r", R. 3191.)

Newell allocation jnethod explained. Asked to ex-

plain the method by which he reached his results as to

the percentage of system value apportionable to Wash-

ington, Mr. Newell testified that he considered that the

N. P. is a single entity, the value of which cannot be gotten

by taking the sum of the values of its parts, because the

different parts are helping each other. That the facilities

furnished and traffic created in one part of the road is of

benefit to all the rest of it. He found it stated in some

of the exhibits that in 1934, the traffic originating or ter-

minating in Washington furnished approximately one-

half the ton miles made in all the states, and that Wash-

ington has a very large amount of intrastate traffic* He

* The total ton-miles of 1934 system N. P. freight traffic was
3,939,247,066, of which 2,562,995,845, or 65% represented movements
of freight which touched Washington. (Defs' Ex. 56-A, sheet 1, lines
"d-5" and "d-8", R. 2842.)

Of the total 1934 system N. P. freight revenues, 57.45% was
contributed by freight which touched Washington. (Defs' Ex. 56-A,
sheet 3, line "3-13", R. 2846.)
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did not think there is any possibility, by any process that

anyone can devise, of fairly and accurately distributing

those values which each contributes to the other. He

thought it a futile task to attempt. He did not see any

way to separate the revenues or expenses with such ac-

curacy as to answer these questions. If you did so, he

said, you would still have these intangible values, factors

of contribution of value by one part of the system to the

other parts. (R. 2153-5.)

He thought a factor of more importance and better

qualified to serve the purpose than the others proposed,

he continued, is the relative cost incurred in the different

states in producing this common value of the entire sys-

tem. (R. 2155-6.)

It seemed to him that in view of this interdependence

of these states, and their contributions to each other, this

forms—not the only way—but the best way of distribut-

ing that system value which is made up of all of their

operations. (R. 2157.)

He would take, he said, the cost of capital, and the

operating expenses. He would leave out taxes from the

calculation, because it is taxes we are after and if taxes

in Washington were too high their inclusion as part of

that factor would tend to produce a result that was too

high. (R. 2132.) And, moreover, since it was not net in-

come he was after, the exclusion or inclusion of taxes

would actually in any event make a mere trifle of differ-

ence. (R. 2157.)

The reason he thought relative costs had a bearing

on the distribution of value, was that when you come to a

regulated utility, practically everything in it is valued
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upon the basis of its cost. That is the chief and con-

trolling factor; no other has much effect. The revenues

are controlled in a very large degree by regulation—con-

trolled absolutely from the standpoint of preventing them

getting too big. (R. 2157-8.)

In determining, he said, whether a rate level is too

high the question of cost of producing is fundamental.

It is the very first thing thought of. All you have to add

to that is some allowance for the use of capital. The cost

of anything is simply the sum of values that are put into

producing it. They are dealing with values there in the

sense of the cost. You put in a certain amount of value,

and you hope to get that much out. The individual in-

stances so frequently quoted to show that cost and value

are not the same are the exceptions and not the rule. You

cannot say with certainty that because a thing has cost

so much it is worth so much, or that the more it costs the

more it is worth, and most assuredly you would not say

that the less it cost, the less it is worth. (R. 5158.)

Cost and value, he continued, are close together, and

if value very much exceeds cost, then under regulation

that value is reduced by cutting down the rates. On the

other hand, if it goes the other way, the attempt is made
to help out the carrier by increasing rates to whatever

extent the traffic will bear. So that cost and value are

continually being drawn closer together when they sep-

arate. (R. 2159.)

It seemed to Mr. Newell, then, that the sensible thing

to do here was to take that same factor which is so widely

governing and let it govern the whole thing. Let the

value, he would say, be divided in accordance with the
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amount that the operations within each state is found to

contribute to the formation of that value. He did not

know how any more equitable factor could be found than

would be found in that way.

That the application of the rule is very simple. Au-

tomatically the single factor that remains is the per cent

that is going to be allowed as a return on capital; i. e., the

cost of capital. This, he said, was what he had done in

his exhibits. (R. 5159.)

Explanation of Newell allocation Exhibits. Mr.

Newell then said that he had prepared Defendants' Ex-

hibit 103 (R. 3188-92), in explanation of which he testi-

fied that certain figures in the exhibit had been furnished

him, with the finding of which he had had nothing to do.

These figures were the system commercial value as found

by the tax commission for 1935, 231 million dollars plus,

likewise the reproduction cost of system and state, and

likewise, certain statements regarding the leased track-

age facilities, and joint facility rentals derived therefrom.

This joint facility rent income having been derived from

portions of this property having this commercal value

and reproduction cost, it was necessary to deduct some-

thing from these values on account of these leases before

attempting to apportion the values derived from the oper-

ations, and in order to do this, he wanted to find the rela-

tion between investment and reproduction cost. (R. 2160-

2162.)

He found, he continued, that a rental rate of 4.5%

on the investment would produce a return of $21,692,312,

and found that it would be necessary to apply a rate of

5.47% on reproduction cost of roadway and structures
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to produce an equal amount of return. So he considered

that 5.47% was an appropriate rate at which to capitalize

the joint facilities income in order to ascertain a proper

figure for the reproduction cost of those leased facilities.

(R. 2162.)

From statements made in the commission's opinion

he found that the average joint facilities rental from

1930 to 1934 (Defs' Ex. 53, Sched. 28, line 9, R. 2798) was

$1,316,741, and that on the average for that period the

taxes included in that figure were 16%. (Defs' Ex. 53,

Sched. 24, R. 2794.) He assumed that in all the average

rentals he had to deal with here, 16% would consist of

payments made for taxes, and the remaining 84% would

be the real rental in the proper sense of the word. This

left $1,106,062 as the average rental for the facilities in

the state, in 1935. Capiltalizing that amount at 5.47%

gives $20,220,500 as the reproduction cost of those facili-

ties. (R. 2163.)

The state reproduction cost is $156, 900, 000 plus, and

from that he subtracted this $20,000,000 plus, leaving the

reproduction cost of the property owned and operated in

Washington by the N. P. as $136,000,000 plus. (R. 2163.)

A similar calculation made for the system was as fol-

lows: The joint facility rents for the system averaged

$2,487,000 plus, from which he took 16% for the taxes,

leaving the net return found in those leases of $2,089,000

plus. Capitalized at 5.47% this gives a reproduction cost

of those leased facilities of $38,000,000 plus. The system

reproduction cost of $474,000,000 plus, less this $38,000,-

000 plus, leaves $435,000,000 plus as the reproduction cost

of the property owned and operated by the N. P. system.

(R. 2163-4.)
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He wanted also, he said, to make a similar deduction

from the $231,000,000 plus commercial value figure, for

each of these leased facilities, state and system. It was

his opinion, inasmuch as these rentals were a fixed figure

and produced a result with certainty, that in this commer-

cial or stock and bond value found in the manner stated

in the commission's opinion, the hypothetical buyer of

those stocks and bonds would be likely to consider these

rentals as representing a value of 5%> upon a proper

amount of that commercial value. For this reason, he

capitalized at 5% the same figures that were found as the

joint facility rentals, both system and state, giving $41,-

000,000 plus for the contribution of those leased facilities

in the system to the commercial value of the system, and

similarly in the state, to $22,000,000 plus. The system

commercial value of $231,000,000 plus is then reduced by

the amount of the leased facilities, $41,000,000 plus, leav-

ing a commercial value of $189,000,000 plus as the value

of the property owned and operated by the N. P. to be

apportioned on the basis of cost. (R. 2164-5.)

The relative contributions to commercial value, he

testified, are calculated on the second page, beginning

with line "N", system cost of capital. He took the return

at 5.75% for the reasons already stated (see R. 2141),

and that would amount to $25,000,000 plus, for the sys-

tem. (R. 2165.)

That cost of operation is taken from reported figures

—"operating expenses less joint equipment rent income"

—$46,000,000 plus, making a total capital and operating

cost, excluding taxes, of $71,500,000 plus. That this rep-

resents the cost of the N. P. operations for the system,

including capital cost. (R. 2165.)
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A similar calculation for the state, he continued,

shows $7,859,000 plus as the capital cost, and $13,528,000

plus as the operating expenses less joint equipment rent

income—a total of $21,387,000 plus. That the ratio of

Washington to the system—that is, this $21,000,000 plus to

$71,000,000 plus—is 29.9%, which in Mr. Newell's opin-

ion, is a fair measure of the portion assignable to Wash-

ington of the commercial value found by the commission,

by which he meant 29.9% of the commercial value of the

system property owned and operated, i. e., $189,000,000

plus. Adding to that the leased property in Washington,

and its corresponding assignment of commercial value of

$22,000,000 plus gives $78,780,868, and that in percentage

of system value of $231,000,000 is 34.06%. (R. 2165-6.)

The third and fourth pages of Defendants' Exhibit

103 consists of an application of the same reasoning and

calculations to the year 1936, which results in a per cent

of system value of 33.78%-, shown in line "R" on sheet 4.

(R. 2166.)

For 1936 he took the so-called commercial value as

found by the commission of $244,000,000 plus, and the

reproduction cost as found by the tax commission as of

the end of 1935, for both system and state.

That in his calculations the joint facility rent income

was averaged for five years. (R. 2167.)

Defendants' Exhibit 103 (R. 3188-3191), showing Mr.

Newell's method of computing the apportionment of sys-

tem value to Washington for both the 1935 and 1936 as-

sessment is set forth on the following pages.
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DEFENDANTS' EXHIBIT 103, SHEETS 1 AND 2 (R. 3188-9)

Apportionment of commercial value of system operating

property to Washington by method explained by J. P.

Newell.

1935 ASSESSMENT

COMMERCIAL VALUE OF NORTHERN PACIFIC
SYSTEM AS FOUND BY TAX COMMISSION
MARCH 1, 1935, T. C. op. p. 76 (R. 2770) $231,284,705

(A) Reproduction cost, Dec. 31, 1934. (Schedule No.
27 T. C. op. p. 101) Northern Pacific system, (Defs'
Ex. 37) (R. 2795) 474,065,831
State of Washington, (Defs' Ex. 37) 156,901,317

(B) Investment in roadway and structures Northern
Pacific system Dec. 31, 1934. (Ann. Rept. to T. C.) . 482,051,383

(C) Return at rental rate, 4.5% 21,692,312

(D) Reproduction cost of roadway and structures North-
ern Pacific system Dec. 31, 1934 (T. C. work sheet) 396,432,391

(E) $21,692,312 ^ 396,432,391 (C -^ D) equals corre-
sponding rate of return on reproduction cost = . .

.

5.47%
Hence, 5.47% is apporpriate rate at which to cap-
itahze joint facility income in order to ascertain
reproduction cost of leased facilities.

(F) Average rental, 1930-1934 in state, $1,316,741 less

16% for taxes (T. C. work sheet or Plff's Ex. 1) . . . 1,106,062

(G) $1,106,062 -^ 5.47% (F. -^ E) = reproduction cost of
leased facilities in Washington = 20,220,500

(H) State reproduction cost, $156,901,317 less leased fa-
cilities, (A — G) equals reproduction cost of prop-
erty owned and operated in Washington 136,680,817

(I) Joint facility rents, system, average 1930-1934 2,487,358
(T. C. work sheet or Plff's Ex. 1)

Less 16%, estimated taxes 397,977

Net return $2,089,381

(J) Capitalized at 5.47% (I ~ E) equals reproduction
cost of leased facilities, system = $38,197,093

(K) System reproduction cost $474,065,831
Less leased facilities (J) 38,197,093
Equals reproduction cost of property owned and
operated by Northern Pacific system 435,868,738

(L) Estimated commercial value of leased facilities,

capitalized at 5%
System (I ^ .05) 41,787,620
State (F -^ .05) 22,121,240

(M) System commercial value 231,284,705
Less leased facilities (L) 41,787,620

Commercial value, property owned and operated. . $189,497,085
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RELATIVE CONTRIBUTIONS TO COMMERCIAL VALUE
(N) System cost of capital

Return at 5.75% on $435,868,738 (K) $25,062,452
Cost of oi)eration

Operating expenses, less joint equipment
Rent income (Tax. Com. Rept.) 1930 to 1934,

yearly average 46,461,053

Total capital and operating cost (excluding
taxes) $71,523,505

(O) State, cost of capital
Return at 5.75% on $136,680,817 (H) 7,859,147

Cost of operation
Operating expenses (Tax. Com. Rept.) less joint
equipment

Rent income, (T. C. work sheet) 1930 to 1934,
yearly average 13,528,156

Total capital and operating costs $21,387,303

(P) Ratio of Washington to system, commercial value
$21,387,303 H- $71,523,505, (O ^ N) 29.90%

(Q) Commercial value, system, property owned and
operated (M) $189,497,085
Apportioned to Washington (P) 29.90% 56,659,628
Leased property in Washington (L) 22,121,240

Commercial value, state $78,780,868

(R) Per cent of system commercial value
(Q -^ 231,284,705) 34.06%
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DEFENDANTS' EXHIBIT 103, SHEETS 3 AND 4

(R. 3190-91)

1936 ASSESSMENT

COMMERCIAL VALUE OF NORTHERN PACIFIC
SYSTEM AS FOUND BY TAX COMMISSION
MARCH 1, 1936, T. C. op. p. 76 (R. 2770) $244,205,050

(A) Reproduction cost, Dec. 31, 1935, (T. C. op. p. 101)
(R. 2795)
Northern Pacific System 472,164,615
State of Washington 156,313,054

Omit B, C. D. and E, (on sheet 1)

(F) Average joint facility rent income, 1931-1935 in
state $1,316,991 (T. C. work sheet or Plfl's Ex. 1)
less 16% for taxes 1,106,272

(G) $1,106,272 4- 5.47% = reproduction cost of leased
facilities in state 20,224,400

(H) State reproduction cost $156,313,054, less leased
facilities, (A — G) equals reproduction cost of
property owned and operated in Washington 136,088,654

(I) Joint facility rent income, system, average 1931-
1935, (T. C. work sheet or Plff's Ex. 1)

Less 16%, estimated taxes 400,258

Net return $2,101,354

(J) Capitalized at 5.47%, equals reproduction cost of
leased facilities, system 38,416,000

(K) System reproduction cost $472,164,615
Less leased facilities (J) 38,416,000

System property owned and operated 433,748,615

(L) Estimated commercial value of leased facilities

Rents capitalized at 5%
System (I ^ .05) 42,027,080
State (F ^ .05) 22,125,440

(M) System commercial value 244,205,050
Less leased facilities (L) 42,027,080
Commercial value, property owned and operated 202,177,970

RELATIVE CONTRIBUTIONS TO COMMERCIAL VALUE
(N) System cost of capital

Return at 5.75% on $433,748,615 (K), reproduc-
tion cost of property owned and operated 24,940,545

Cost of operation
Operating expenses $43,630,787 (T. C. Rept.) less

joint equipment rent income $767,066, 1931 to

1935 average 42,863,721

Total cost (excl. taxes) $67,804,266

(O) State cost of capital
Return at 5.75% on $136,088,654 (H) 7,825,098

Cost of operation
Operating expenses less joint equipment rent

income, 1931-1935 average 12,419,792

Total cost (excluding taxes) $20,244,890
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(P) Ratio of Washington commercial value to system
commercial value, property owned and operated
20,244,890 -^ 67,804,266 (O -^ N) 29 . 86%

(Q) Commercial value, system property
Owned and operated (M) T 202,177,970
Apportioned to Washington 29.86% (P) 60,370,342
Leased property in Washington (L) 22,125,440

Commercial value, state $82,495,782

(R) Percent of system commercial value
(Q ^ 244,205,050) 33.787o

May we note that since, by Mr. Newell's method, the

value of the joint facihties leased and the allocation per

centage (29% plus) applied to system value of operating

property used alone in the company's own railroad opera-

tions, remain constant, the lower the system value found,

the greater is the percentage of apportionment to Wash-

ington. This is, of course, logical, since plaintiff's net

joint facility rent income earned in Washington is a fairly

constant figure, whatever the system earnings or stock

and bond values.
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APPENDIX L

Relative net earnings factor computed by apportioning all

revenue, freight and passenger, on basis of relative cost.

Mr. Newell apportioned system value directly on the

basis of relative cost, including capital cost. Mr. Stuver

computed a relative net earnings factor by apportioning

all system operating revenues, freight and passenger, to

Washington on the basis of relative cost, including capi-

tal cost. From this he computed Washington's net rail-

way operating income before taxes, and by comparing

this figure with the corresponding system figure, arrived

at a net earnings allocation factor.

This affords, we submit, an effective check on Mr.

Newell's results. Mr. Stuver's calculations are set forth

in Defendants' Exhibit 67 (R. 2909) and are thus ex-

plained by Mr. Stuver. In previous exhibits, he testified,

he had based the computation of Washington net railway

operating income before taxes on the apportionment to

Washington of system interstate freight revenues on the

basis of relative expense, and the use of passenger service

revenues as reported by plaintiff. In Exhibit 67 he appor-

tioned to Washington the entire system operating reve-

nues on the basis of the relation of total expense in Wash-

ington to total expense for the system, including a fair

return on the depreciated reproduction cost of the re-

spective operating properties, and inclusive of equipment

rents, either as a debit or credit item, as the case might

be. Having determined the amount of system revenue

apportionable to Washington, the net railway operating

income before taxes was computed by deducting there-

from Washington operating expenses and adding net
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joint facility and equipment rents apportioned to Wash-

ington to this revenue figure. (R. 2153-4.)

Mr. Stuver's source of underlying data and method

of calculation is sufficiently described in Defendants' Ex-

hibit 67 (R. 2054-7) which is set forth on the following

pages:
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APPENDIX M
Defendants' Exceptions to Master's Report, and action of

the court thereon:

"Exception No. 4. For that the said Master in his

said Report (p. 87) (R. 375-6) finds that in arriving at

the stock and bond value of plaintiff's property the Tax
Commission was not justified in using a one year period;

that the use of such period was not a case of the exer-
cise of the Tax Commission's discretion, but was an arbi-

trary effort to select a period giving the greatest value
to plaintiff's property rather than an effort to find a fair

value, whereas in no regard is such finding supported
by the evidence in this suit." (R. 642.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 6. For that the said Master, in his

said Report (p. 129) (R. 450) finds that the Tax Commis-
sion did not consider plaintiff's net operating income in

arriving at the assessed valuation of plaintiff's operating
property for 1935 and 1936, whereas the evidence shows
that in arriving at said assessed valuation the tax com-
mission gave such weight to plaintiff's net operating in-

come as was given thereto by those buying and selling

plaintiff's outstanding stock and bonds during the year
next preceding the respective assessment dates." (R.

642-3.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 7. For that the said Master, in his

said Report (p. 148, 171, 182) (R. 487, 531, 549) finds

that 'capitalization of the net revenue should be used in

arriving at system value and also stock and bond aver-
age,' whereas due consideration to plaintiff's net earn-
ings is afforded by the use of the stock and bond method,
the particular method of considering net earnings in the

valuation of plaintiff's operating property being within
the Tax Commission's discretion not reviewable bv this

Court." (R. 643.)

The foregoing exception was overruled by the court.

(R. 751.)



347

"Exception No. 8. For that the said Master, in his

said Report (p. 85) (R. 371-3) finds that the Tax Com-
mission delegated the duty of making the 1935 and 1936

reassessments of plaintiff's Washington railroad operat-

ing properties to Mr. Sharpe, and that such reassessments

are not the studied, deliberate judgment of said Com-
mission to which the taxpayer is entitled under the law,

and that the decision and order of which Defendants
Adams County Exhibit 53 is a copy, is not entitled to

the presumption of correctness requiring clear and con-

vincing evidence to overthrow the same, whereas in no
particular is such finding supported by the evidence in

this suit." (R. 643.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 9. For that the said Master, in his

said Report (p. 85) (R. 372) found that Mr. Sharpe
directed Mr. Manschreck as to what exhibits he wanted
and what he wanted to show, whereas in neither regard
is such finding supported by any evidence in this suit,

but the evidence supports a contrary finding." (R. 644.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 10. For that the said Master, in his

said Report (p. 85) (R. 371) finds that the 'assessment
opinion was prepared by Mr. Sharpe and that he directed
the assessment,' whereas, if the same is to be construed as

a finding that the reassessment opinion, a copy of which
was introduced in evidence as Defendants' Adams County
Exhibit 53, was not in truth and in fact the opinion of the
Tax Commission of the State of Washington, and that the
reassessments of plaintiff's Washington railroad operating
property for 1935 and 1936 attacked in Plaintiff's Second
supplemental complaint was not in fact made by said tax
commission, then such finding is wholly erroneous and
untrue, and wholly unsupported by the evidence in this

suit, and that the proof is in fact to the exact contrary."
(R. 644.)

The foregoing exception was overruled by the court.

(R. 751.)
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"Exception No. 13. For that the said Master, in his

said Report (p. 187) (R. 557-8) finds that the refusal of

the Tax Commission to find the market value of the sys-

tem is entirely arbitrary, whereas said finding is wholly
unsupported by the evidence in this suit." (R. 645.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 23. For that the said Master, in his

said Report (p. 86) (R. 374) finds that the Tax Commis-
sion 'found the sum to be deducted from non-operating
property by arbitrary and whimsical methods,' whereas,
if the same was intended as a finding that the Tax Com-
mission found the sum to be deducted for non-operating
property by arbitrary and whimsical methods, the same
is erroneous and untrue, and not supported by the evi-

dence in this suit." (R. 649.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 26. For that the said Master, in his

said Report (pp.94-5, 175) (R. 389, 538) finds that it was
fantastic, and not common honesty for the Tax Commis-
sion to deduct less than the assessed valuation of non-
operating property from the value of the plaintiff's entire

assets as indicated by the stock and bond quotations there-

of, whereas, had such Commission actually deducted the

value of such non-operating property as indicated by the

assesments thereof, the resulting figure would have been
wholly valueless as an indication of the system value of

plaintiff's operating property." (R. 650.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 28. For that the said Master, in his

said Report (pp. 116, 131, 148, 171) (R. 425-6, 453, 487,

531) finds that the proper deductions from the value of

plaintiff's total assets as indicated by stock and bond quo-
tations, were $169,623,928 for the 1935 assessment, and
$161,741,079 for the 1936 assessment, whereas the evi-

dence shows that such deductions should not have been
more than the amounts found by the Tax Commission,
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to-wit: $108,031,167 for the 1935 assessment, and $100,-

669,294 for the 1936 assessment." (R. 651.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 35. For that the said Master, in his

said Report (p. 94) (R. 389-390) finds that for the stock

of Northwestern Improvement Company the Tax Com-
mission should have made a deduction from the value of

plaintiff's entire corporate assets as indicated by stock

and bond quotations, of $16,533,333 for the 1935 reassess-

ment and $15,000,000 for the 1936 reassessment, whereas
the evidence shows that such deduction in truth and in

fact should not have exceeded $12,000,000 for the 1935

reassessment and $10,500,000 for the 1936 reassessment;

and there is no evidence in the record sufficient to over-

come the presumption of correctness of the commission's
figures." (R. 654.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 38. For that the said Master, in his

said Report (pp. 97, 101) (R. 394-5, 400-401) finds that

the assessed valuations of plaintiff's Land Grant Lands
are correct and the same are less rather than more than
the true market value of said properties, basing such find-

ing upon the testimony of plaintiff's witness, McCrary,
whereas said McCrary admitted on cross-examination
that aside from such assessed valuations themselves, he
had no personal knowledge of the value of said Land
Grant Lands." (R. 655.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 39. For that the said Master in his

said Report (pp. 97-98, 101-102) (R. 394-6, 401-2) con-
cludes that the assessed valuations placed on plaintiff's

Land Grant Lands was competent evidence, and the
strongest evidence that could be offered, of the value of

plaintiff's Land Grant Lands, whereas the assessed valua-
tion of such lands is not even competent evidence of their
value, and is certaintly not competent evidence without



350

a further showing as to when plaintiff will be able to dis-

pose of said lands, the taxes and other charges it will be
compelled to pay thereon until sold, the cost to it of mak-
ing such sales, and the cost to it of the care and preserva-

tion thereof until sold, and further in that the statute

(Sec. 10, Chap. 123, Laws of 1935) specifically provides,

'That such assessed or assessable values shall be advisory

only and not conclusive on the commission as to the value

thereof.'" (R. 655-6.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 43. For that the said Master found

(p. 101) (R. 401) that McCrary's evidence, based on
assessed values, was the 'best evidence of value of the

six million acres which could be produced,' and 'there is

no contradiction,' whereas there is no evidence to sustain

such conclusions and there is ample evidence to the con-

trary." (R. 657-8.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 45. For that the said Master, in his

said Report (p. 107) (R. 410-411) finds that the assessed

valuations of plaintiff's non-operating lands exclusive of

land grant lands, are fair and that the market value there-

of is fully equal to the amount of the deductions claimed

by plaintiff, to-wit: $9,500,434 for the 1935 assessment,

and $10,318,811 for the 1936 assessment, basing such
finding on the testimony of plaintiff's witness, McCrary,
whereas said McCrary admitted on cross-examination

that aside from such assessed valuations themselves, he
had no personal knowledge of the value of said lands and
further that said assessed values even if admissible at all

as indicating actual cash value are advisory only and not

binding on the commission." (R. 658-9.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 49. For that the said Master, in his

said Report (p. 96) (R. 392-3) erroneously concluded that

in making a deduction by reason of plaintiff's ownership
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of stock and bonds of the Spokane, Portland & Seattle

Railway Company, from the value of plaintiff's entire

assets as indicated by stock and bond quotations, it was
the duty of the Tax Commission to deduct the cash mar-
ket value of the assets of said Spokane Company and of

its subsidiaries as reflected by the assessed valuation

thereof, and that in deducting a lesser amount, the Tax
Commission committed a fraud on plaintiff." (R. 660.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 51. For that the said Master, in his

said Report (p. 96) (R. 392-3) finds that the Tax Com-
mission should have deducted $18,313,717 for the 1935

reassessment and $17,437,959 for the 1936 reassessment
from the value of plaintiff's entire assets as indicated by
stock and bond quotations, by reason of the stock and
bonds owned by plaintiff in the Spokane, Portland &
Seattle Railway Company, whereas the evidence shows
that in truth and in fact such deduction should not have
exceeded $9,123,342 for the 1935 reassessment and $10,-

451,308 for the 1936 reassessment." (R. 661-2.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 53. For that the said Master, in his

said Report (pp. 109-110) (R. 418-9) finds that the deduc-
tion from the value of plaintiff's total assets as indicated

by stock and bond quotations, by reason of the stock of

the Chicago, Burlington & Quincy Railroad Company
owned by plaintiff should have been $76,656,361 for the

1935 assessment, and $72,229,480 for the 1936 assessment,
instead of the deduction made by the Tax Commission
of $56,917,348 for the 1935 assessment, and $49,296,620
for the 1936 assessment, whereas the evidence shows that

the Tax Commission properly, equitably and fairly deter-

mined the amount of such deductions by capitalizing the
average annual corporate net earnings of said Company
after payment of fixed charges at 8% for the years 1930
to 1934 for the 1935 assessment, and for the years 1930 to

1935 for the 1936 assessment, said capitalization percent-
age being less than the earnings basis upon which other
comparable railroad stocks including that of plaintiff
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were bought and sold during 1934 and 1935, the years as

to which the amount of such deductions were required to

be computed." (R. 662-3.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 54. For that the said Master, in his

said Report (p. 110) (R. 416-7) finds that it was wholly
improper for the Tax Commission to compute the market
value in 1934 of the stock of the Chicago, Burlington &
Quincy Railroad Company, by capitalizing the average
annual corporate net earnings of said Company for the
five years preceding said year 1934, and that it was
wholly improper for said Commission to compute the
market value in 1935 of the stock of said Company, by
capitalizing the average annual corporate net earnings
of said Company for the six years preceding said year
1935, and further that the capitalization rate of 8% used
by said Commission was too high, and instead should
have been 5.95 7^ for the 1935 assessment and 5.46% for

the 1936 assessment, whereas the evidence shows that

the method used by the Tax Commission in computing
the value of said Burlington stock for deduction purposes
was reasonable and proper, and one commonly used in

the appraisal of stock not sold on the open market and
the method used by the Master himself (Report p. 116),

and that the capitalization rate of 8% was fair and rea-

sonable, and less than the earnings basis upon which
other comparable railroad stocks, including that of

plaintiff, were traded and dealt in during said years."

(R. 663-4.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 56. For that the said Master, in his

said Report (p. 112, 116) (R. 418, 425) finds that the
proper deductions from the value of plaintiff's total assets

as indicated by stock and bond quotations, by reason of

non-operating property other than the Burlington stock,

were $93,734,129 for the 1935 assessment and $96,012,242
for the 1936 assessment, whereas the evidence shows that

such deductions should not have been more than the
amounts found by the Tax Commission, to-wit: $51,-
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113,819 for the 1935 assessment, and $51,372,674 for the

1936 assessment." (R. 664-5.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 59. For that the said Master, in his

said Report (p. 116) (R. 425-6) finds that the deductions
from the value of plaintiff's total assets as indicated by
stock and bond quotations, by reason of the stock of the

Chicago, Burlington & Quincy Railroad Company owned
by Plaintiff, should have been $75,889,799 for the 1935

assessment, and $65,728,837 for the 1936 assessment, in-

stead of the deduction made by the Tax Commission of

$56,917,348 for the 1935 assessment, and $49,296,620 for

the 1936 assessment, whereas the evidence shows that

the Tax Commission properlj^, equitably and fairly deter-

mined the amount of such deductions by capitalizing the

average annual corporate net earnings of said Company
after payment of fixed charges at 8% for the years 1930

to 1934 for the 1935 assessment, and for the years 1930
to 1935 for the 1936 assessment, said capitalization per-

centage being less than the earnings basis upon which
other comparable railroad stocks, including that of plain-

tiff, were bought and sold during 1934 and 1935, the
years as to which the amount of such deductions were
required to be computed." (R. 666.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 60. For that the said Master, in his

said Report (p. 116) (R. 418-419; 425-6) finds that the
proper deductions from the value of plaintiff's total assets

as indicated by stock and bond quotations, by reason of

the plaintiff's stock in the Chicago, Burlington & Quincy
Railroad Company, were $75,889,799 for the 1935 assess-

ment, and $65,728,837 for the 1936 assessment, whereas
the evidence shows that such deductions should not have
been more than the amounts found by the Tax Com-
mission, to-wit: $56,917,348 for the 1935 assessment,
and $49,296,620 for the 1936 assessment." (R. 666-7.)

The foregoing exception was overruled by the court.

(R. 751.)
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"Exception No. 61. For that the said Master, in his

said Report (106) (R. 409) finds that a deduction from
the value of plaintiff's entire assets as indicated by stock
and bond quotations should have been made for balances
due on contracts for sale of land grant lands of $2,638,001
for the 1935 reassessment and $2,153,419 for the 1936 re-

assessment, whereas it appears from the evidence that
no deductions should be made therefor in addition to the
deductions made by the Tax Commission for Land Grant
Lands, and in any event, that such deductions, if any,
should not be measured by the actual amount of such
balances, but by not to exceed the cash market value
of said contracts, which particularly on vacant lands
cannot be measured by the actual amount of said bal-

ances alone." (R. 667.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 62. For that the said Master, in his

said Report (p. 107) (R. 410-411) finds that the deduc-
tions which should have been made from the value of

plaintiff's entire assets as indicated by the market quota-
tions of stock and bonds, by reason of plaintiff's non-
operating lands exclusive of land grant lands, are the
sums, $9,500,434 for the 1935 assessment, and $10,318,811
for the 1936 assessment, basing such figures on the as-

sessed valuation of such lands and the capitalization of

the rentals received therefrom at 6%, and finding that

the deductions made by the Tax Commission of $8,788,562
for the 1935 assessment and $8,426,337 were arbitrary
and not sustained by the evidence, in that such figures

were arrived at by capitalization of such rentals at 8%,
whereas the record shows that such rentals do not, in

many cases, represent a net profit to plaintiff above taxes
and expenses, and in truth and in fact 8% is a fair and
equitable capitalization rate, and that the said deduc-
tions so made by the Tax Commission are fair, just and
equitable." (R. 667-8.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 63. For that the said Master, in his

said Report (pp. 108-9) (R. 412-414) finds that plaintiff's
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stock in the Northern Pacific Terminal Company of

Oregon is non-operating property, and that a deduction

of $3,076,619 from the value of the plaintiff's total assets

as indicated by stock and bond quotations should be
made therefor for the 1936 assessment, whereas the evi-

dence shows that the property owned by said company
is part of plaintiff's operating property, and that the stock

in said company owned by plaintiff is in effect merely a

muniment of plaintiff's title to the property of such com-
pany used by plaintiff in its operations." (R. 668.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 64. For that the said Master, in his

said Report (109) (R. 414) finds that deduction for

cash on hand made by the Tax Commission from the

value of plaintiff's entire assets as indicated by stock

and bond quotations, should have been $10,537,312,

whereas the evidence shows that such deduction should
not have exceeded $6,307,996 as fixed by said Tax Com-
mission, said amount being the average amount of cash

on hand during the year 1936." (R. 669.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 74. For that the said Master, in his

said Report (p. 187-8) (R. 558) finds that the percentages
of value to the State of Washington fixed by the Tax
Commission was arrived at by an arbitrary method,
whereas there is no evidence in the record to support
said finding, the evidence showing on the contrary that

such percentages were in no case too high." (R. 672-3.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 87. For that the said Master, in his

said Report (pp. 147, 148, 149, 171) (R. 486-7, 489, 531)
finds that allocation factors by which 34.34% of plaintiff's

system value is apportioned to Washington as to the 1935
assessment, and 33.92% of such system value is appor-
tioned to Washington as to the 1936 assessment are erro-

neous and cannot be justified, and cannot be sustained
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on any legal theory and that by so doing Washington is

given credit for $1,209,436 of the revenues of portions
of the system outside of Washington each year to which
it is not entitled, whereas not only is the use of such
respective allocation factors for the assessment years in

question supported by the evidence in this suit, but the
evidence fails to show that the use of such factors has
the effect of giving Washington credit for any revenues
whatsoever earned in those portions of plaintiff's rail-

road system located outside of Washington." (R. 679.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 107. For that the said Master, in his

said Report (p. 187) (R. 556-7) finds that the certified

copy of Volume One of the Freight Traffic Report, Sec-
tion of Transportation Service, of the Federal Coordi-
nator of Transportation, offered in evidence as Defend-
ants' (Lewis County, et al.) Exhibit 64-B, was hearsay
and not admissible in evidence, and refused to allow
the same to be received in evidence, and refused to con-
sider the same (R. 2200-1), whereas said document was
not inadmissible as hearsay or for any other reason and
should have been received as part of said defendants'
evidence." (R. 686.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 108. For that the said Master, in his

said Report (p. 187) (R. 556-7) failed and refused to

consider the testimony of defendants' witness, Stuver,

as set forth in defendants' (Lewis Co. et al.) Exhibit
64-B, and the exhibits and set-ups thereto attached, which
testimony tends to show that even were the Turnburke
method applied only to plaintiff's interstate freight touch-

ing Washington, as much freight revenue would be ap-

portioned to Washington as though applied to all inter-

state freight including that not touching Washington."
(R. 686-7.)

The foregoing exception was overruled by the court.

(R. 751.)
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"Exception No. 110. For that the said Master, in his

said Report (p. 146) (R. 482-3) erroneously finds that

the Newell and Turnburke allocation methods are both
inconsistent and erroneous, and further finds that de-

fendants Adams County et al did not adopt Newell's
testimony, whereas said testimony was expressly adopted
by defendants Adams County et al, and further, that
the evidence fails to show that either of said allocation

methods are erroneous or that the one is in any way
inconsistent with the other." (R. 687.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 112. For that the said Master, in his

said Report (p. 181) (R. 548) finds that the Turnburke
method and the Newell method of allocation are each
fundamentally erroneous and import into the State of

Washington tax property not within the state, where the
evidence fails to show that either of said methods are
erroneous, fundamentally or otherwise, and fails to show
that either of said methods has the effect of importing
into Washington tax property not within that state."

(R. 688.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 113. For that the said Master, in his

said Report (p. 181) (R. 547) finds that in the computa-
tion of the allocation factor proposed and computed by
defendants' witness, Newell, said witness assumes that
net revenue in a given state was earned in the same rela-

tion to system net revenue as expenses in the state bear
to the system expenses, and that such method is erroneous
for the reason that the kind of traffic, the distance hauled
and the expenses vary greatly in the several states,

whereas the evidence shows that with respect to the prop-
erty used in the taxpayer's own railway operations, the
said allocation factor proposed by said witness, Newell,
is based upon the relative railway operating expense
within the taxing state as compared with those of the
system, without regard to the revenue earned within and
without such state, and differences in the character of the
traffic and distances such traffic is hauled in the different
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states is immaterial since all such traffic contributes to

the welfare and profitableness of the system as a unit,

without which it could not exist in any of the states

traversed." (R. 688-9.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 114. For that the said Master, in his

said Report (p. 181) (R. 547) finds the total expenses
used by defendants' witness, Newell, in the computation
of his allocation factor are as reported by requirement of

the various state commission, which apportionment is

based on many arbitrary assumptions and the possibility

of error is too great to permit of this method being used
as an allocation factor, whereas the evidence fails to show
that such expenses are not apportioned between states

with sufficient accuracy to afford the basis of the com-
putation of a fair, just and reasonable allocation factor,

and the evidence shows that the expenses as so appor-
tioned to Washington in plaintiff's reports to the state

regulatory bodies have been used by the plaintiff itself

in many actions and proceedings on the theory that the

same are correct." (R. 689.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 118. For that the said Master, in his

said Report (pp. 128-9, 148, 171) (R. 487-9, 531, 559) finds

the system reproduction cost new less depreciation in the

State of Washington to be $135,164,742, whereas the evi-

dence shows said reproduction cost new less depreciation

to have been not less than $158,731,254 on December 31,

1934, and not less than $158,138,051 on December 31,

1935." (R. 691.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 120. For that the said Master, in his

said Report (p. 188) (R. 559) finds that the cost of repro-

duction new less depreciation of plaintiff's operating

property in the State of Washington as of the end of the

years 1934 and 1935 was less than the several amounts
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found by the Tax Commission, to-wit: $158,731,254 as of

December 31, 1934, and $158,138,051 as of December 31,

1935, and finds that the cost of reproduction new less

depreciation of plaintiff's operating property for the sys-

tem was less than the several amounts found by the Tax
Commission, to-wit: $480,119,888 as of December 31, 1934,

and $478,252,920 as of December 31, 1935, whereas such
figures so found by the Tax Commission are based upon
the valuation made by the Interstate Commerce Commis-
sion as of 1917 at 1910 to 1914 prices of labor and mate-
rial plus net additions and betterments thereafter, it

clearly appearing from the evidence herein that large

increases in cost of labor and material in 1934 and 1935

as compared with such costs in 1910 to 1914 much more
than off-set any reduction in the value of plaintiff's oper-
ating lands or depreciation or obsolescence of other prop-
erties sustained by plaintiff's operating properties prior

to either 1934 or 1935." (R. 692-3.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 121. For that the said Master, in his

said Report (p. 188) (R. 559) has purported to determine
for himself the system value of plaintiff's operating prop-
erty, when the evidence fails to show any justification for

his so doing, in that in arriving at the assessed valuation
of plaintiff's Washington operating properties for both
the assessment years 1935 and 1936, the evidence fails to

show that the Tax Commission used a fundamentally
wrong method or was guilty of fraud, actual or construc-
tive, in any step of the process of making such valuations,

and if in any one [or] more steps in said process said Tax
Commission in fact made an error, the Master's only right
or duty was to correct such error or errors and not to

usurp the function of the Tax Commission by making an
entirely new appraisement of plaintiff's said property."
(R. 693.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 122. For that the said Master, in his

said Report (p. 189) (R. 561) finds that the value of plain-
tiff's operating property in Washington was $63,073,445
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as of the 1935 assesment date, and $58,692,565 as of the

1936 assessment date, whereas the evidence wholly fails

to show that the value of such property was less than the
assessed valuation thereof found by the Tax Commission,
to-wit: $90,000,000 as of the 1935 assessment date, and
$88,500,000 as of the 1936 assessment date." (R. 694.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 125. For that the said Master, in his

said Report (p. 86) (R. 374) finds that both in arriving

at the system value and the value of the non-operating
property for the purposes of deduction, the Tax Commis-
sion acted arbitrarily and without justification and with-

out the statutes, whereas in no regard is such finding sup-

ported by the evidence in this suit." (R. 695.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 127. For that the said Master, in his

said Report (p. 177) (R. 540) finds that in its reassess-

ments for the years 1935 and 1936, the Tax Commission
made no attempt to arrive at the fair value of plaintiff's

operating property in Washington as contemplated by
law, and that in fixing said valuation the Tax Commission
acted arbitrarily and fixed an excessive valuation on said

property, whereas in no particular is said finding sup-

ported by the evidence in this suit." (R. 695.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 128. For that the said Master, in his

said Report (p. 187) (R. 557-8) finds that the valuations

fixed by the Tax Commission for both 1935 and 1936 were
arrived at by arbitrary and capricious methods and are

excessive, whereas such finding is not sustained by the

evidence in this case." (R. 695-6.)

The foregoing exception was overruled by the court.

(R. 751.)

"Exception No. 138. Defendants except to the Mas-
ter's proposed finding No. IX (R. 582-590) and the whole
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thereof ( 1 ) for the reason that all of the matter contained

therein is wholly irrevelant and immaterial to any matter
presented to this Court for its determination in this suit,

and (2) for the reason that the same is not a finding of

any pertinent facts but consists wholly of evdentiary

matter not proper to be included in a finding of this

court.

"Defendants further except to said proposed finding

No. IX on the following grounds:

"(a) The evidence does not show that the said

R. G. Sharpe prepared any pleadings in this suit prior

to his withdrawal therefrom on March 26, 1937.

"(b) The evidence does not show that at the said

hearing of August 16, 1937, or at any other time, said

Sharpe was appointed by the chairman of [as] the

spokesman of said Tax Commission in the sense that the

said Sharpe was to interfere in any way with any showing
which plaintiff might make or propose to make to said

Commission;
" (c) The purpose of said hearing of August 16, 1937,

was not to afford plaintiff an opportunity to interrogate

the Tax Commission concerning errors which said Com-
mission believed had occurred in the original assess-

ments, and it is therefore wholly immaterial what said

Sharpe did or was appointed to do in connection there-

with;
" (d) The purpose of said hearing of August 16, 1937,

was not to afford plaintiff an opportunity to object to

the evidence and to the proceedings thereat, but to afford

plaintiff an opportunity to make such showing as it de-
sired as to the valuation of its Washington operating
property and other taxable property of the State as of

March 1, 1935, and March 1, 1936, and hence the fact,

if it were a fact, that the chairman of the Tax Commis-
sion overruled all of plaintiff's objections to the evidence
and to the proceedings at the direction of said Sharpe,
was wholly immaterial;

"(e) The evidence does not show that the said

Sharpe conducted said hearing of August 16, 1937, in all

essential particulars or in any particular;

"(f) The evidence does not show that the opinion
and order received in evidence as defendants' Exhibit
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53 was written by said Sharpe in the sense that the said

Sharpe was delegated by the Tax Commission to deter-

mine what said opinion and order or either of them should
contain, or in the sense that the same was the opinion
and order of said Sharpe rather than that of the Tax
Commission;

"(g) The evidence does not show that the said

C. A. Manschreck referred to in said proposed finding,

prepared the tables attached to said Tax Commission's
opinion under said Sharpe's supervision and direction;

" (h) The evidence does not show that the Tax Com-
mission did not write said Reassessment Opinion, in the
sense that it did not determine for itself what recitals,

matters, and conclusions should be embodied therein;

"(i) The evidence does not show that the Tax Com-
mission did not have the original or any other draft of

the Reassessment opinion;

"(j) The evidence does not show that the said

Sharpe produced a draft of a portion of said Reassess-
ment opinion at plaintiff's demand, but shows instead that

said draft was willingly furnished plaintiff's attorney at

his request;

"(k) The evidence does not show that Mr. Jenner
did not understand and could not explain said reassess-

ment opinion in many of its parts; did not show that said

Jenner disagreed with any material statements in said

opinion; did not show that said Jenner did not know
what said opinion meant by commercial value nor how
it differs from market value; did not show that said

Jenner could not explain the Turnburke method; does
not show that said Jenner disagreed with the recitals

of said Opinion relating to the constitutionality of sec-

tion 10, Chapter 123, Laws of Washington of 1935; did

not show that said Jenner did not believe that one who
buys an interest in plaintiff's stock gets an interest in

the stock owned by plaintiff; did not show that said

Jenner did not write that portion of said opinion to the

effect that one who buys plaintiff's stock gets an interest

in the stock owned by plaintiff, or that portion of the
opinion discussing traffic arrangements with the Bur-
lington, or that portion of the opinion under heading
'Test Period of Burlington Earnings,' the only evidence
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being that as to these matters said Jenner did not write
the original draft of said portions of the opinion;

"(1) The evdence does not show that the said

Sharpe wrote any portion of said Reassessment Opinion
in the sense that said Sharpe determined the recitals,

matters and conclusions therein contained or any of them;

"(m) The evidence does not show that said Re-
assessment Opinion does not represent the informed judg-
ment of the said Tax Commission or of any of its mem-
bers;

"(n) The evidence does not show that the reassess-

ments were unfair to plaintiff either because of the
manner in which the hearings were conducted, or be-
cause of the manner in which the Commission's opinion
and order were made.

"The said proposed finding is excepted to in the
particulars above set forth not only on the ground that
there is no evidence in the record to sustain them but
also that they are against the weight of the evidence and
the strong presumption of good faith attending the actions
of the commission are not negatived by the evidence."
(R. 701-5.)

The foregoing exception was overruled by the court

except that the first sentence of the last paragraph of the

master's proposed finding IX was stricken because evi-

dentiary. (R. 752.)

"Exception No. 139. Defendants except to the Mas-
ter's proposed finding No. X (R. 590) for the reason that
the law does not require, and the evidence does not show
that it was necessary for, the Tax Commission to deter-
mine the cash market value of the entire system, and
then allocate to Washington a proportion of such value
and to [the] tax the same as the market value of plain-
tiff's Washington operating property." (R. 705.)

The foregoing exception was overruled by the court.

(R. 756.)

"Exception No. 140. Defendants except to the Mas-
ter's proposed finding No. XI (R. 590) for the following
reasons:
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"(a) The evidence does not show that the deter-
mination of the market prices of plaintiff's securities

averaged over a reasonable period of time, and the de-
duction therefrom of the cash market value of plaintiff's

non-operating property is either a reliable, or an influ-

ential, or a persuasive evidence of the market value of
plaintiff's railroad system;

"(b) The evidence does not show that the capitali-

zation of the net earnings of plaintiff's system, whatever
the test period, or capitalization rate chosen is or would
have been any more reliable, influential or persuasive of
the market value of plaintiff's railroad system than is the
consideration alone of a system valuation based on a one
year average market value of plaintiff's stock and bonds
with proper deductions for non-operating property, as
used by the Tax Commission in making such reassess-

ments for 1935 and 1936;

" (c) The evidence does not show that where plain-

tiff's system value indicated by one year's quotations of

plaintiff's stock and bonds was so used, it was either

necessary or proper, under the conditions existing in

1935 and 1936 and prior years for the Tax Commission
to make use of a separate calculation of system value
indicated by capitalized earnings;

"(d) The evidence shows that under the economic
conditions and the market activity of plaintiff's securities

existing in 1935 and 1936, the results of using a one year's

average market quotations of plaintiff's stock and bonds
was more persuasive of the market value of plaintiff's

properties as indicated by sales of plaintiff's stock and
bonds than would have been the results of using market
quotations average over a longer period than one year,

in applying such stock and bond method.

"(e) The evidence shows that neither the said

capitalized earnings method, nor the stock and bond
method, nor the two combined, are either reliable, in-

fluential or persuasive evidence of the market value of

plaintiff's railroad system without at the same time giving

due consideration to other factors including the repro-
duction cost less depreciation of plaintiff's physical prop-
erties.

"(f) What are the most reliable, influential and
persuasive evidences of market value for any one year,
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and the propriety and manner of making deductions for

non-operating property, and the rate of capitalizing in-

come, if that factor is used, all depend upon the facts

surrounding each individual case." (R. 705-7.)

The courts order with respect to said exception 140

was as follows:

"That defendants' Exception 140 to the master's
Finding XI be and the same is hereby overruled.

"It is ordered, however, that Finding XI be reformed
and reworded, and, that having been done and the same
presented to the court, is adopted in lieu of the master's
Finding XL

"Defendants having renewed their exception to said
Finding XI as reformed and reworded, the same is hereby
overruled." (R. 752.)

The master's proposed finding XI (R. 590) was re-

formed and reworded in the form of the court's finding

XI. (R. 807-8.)

"Exception No. 142. Defendants except to the Mas-
ter's proposed finding No. XIII (R. 591-4) for the follow-
ing reasons:

"(a) The evidence does not show that the cash
market value of plaintiff's non-operating properties must
be deducted from the cash market value of plaintiff's

stocks and funded debt in order to obtain the fair cash
market value of plaintiff's operating property assessable
by the Tax Commission, but shows on the contrary that
the deduction of the cash market value of such non-
operating properties from such stock and bond values
would not afford a persuasive indication of the value of
plaintiff's operating properties;

" (b) The evidence shows that the cash market value
of plaintiff's non-operating properties as well as the
proper deductions to be made therefor from the value
of plaintiff's entire assets as indicated by stock and bond
quotations, both for the 1935 assessment and the 1936
assessment were the figures set forth in the second
tabulation contained in said proposed finding No. XIII,
and not those set forth in the first tabulation contained
therein;
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"(c) The evidence shows that no deduction what-
soever should have been made in either assessment year
by reason of the capital stock of the Northern Pacific

Terminal Company for the reason that the same repre-
sented operating and not non-operating property of plain-
tiff;

"(d) The evidence shows that no deduction what-
soever should have been made in either assessment year
by reason of 'amount due on contracts for sale of land
grant lands' as a deduction separate and distinct from
that made for Land Grant Lands.

"(e) Contrary to said proposed finding, the record
shows that much evidence was offered by defendants
as to the actual cash or market value of each item
of plaintiff's non-operating property, which evidence
showed that the market value thereof did not in any case
exceed the deduction allowed by the Tax Commission;

"(f) Said proposed finding No. XIII purports to

show an itemized list of the deductions from the value of

plaintiff's entire assets as indicated by stock and bond
quotations made by the Tax Commission for the 1935 and
1936 assessments. It is not true that said list does not in-

clude all of plaintiff's non-operating property. In no case

is it true that the value of a given item of non-operating
property as therein stated is or was not the actual cash
value nor the cash market value thereof which must be
deducted from the value of plaintiff's entire assets as in-

dicated by stock and bond quotations;

"It is not true that no evidence was presented from
which it could be found that purchasers of plaintiff's stock

and bonds paid the additional amounts at which said

items of non-operating property were valued for deduc-
tion purposes by the Tax Commission in excess of the

amounts they would have paid for plaintiff's stock and
bonds if plaintiff had not owned said items of non-operat-

ing property;
"It is not true that it is impossible to determine what

amounts purchasers of plaintiff's stock and bonds paid

therefor because of plaintiff's ownership of said various

items of non-operating property, either singly or collec-

tively;

"It is not true that said valuations are either specu-

lative, aribtrary or imaginary." (R. 707-9.)
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The court's order with respect to said Exception 142

was as follows:

"Defendants' Exception 142 to the master's Finding
XIII be and the same is hereby overruled.

"It is ordered, however, that said Finding XIII be re-

written and supplemented, and the same having been
done and presented to the court is adopted as Finding
XIII.

"Defendants having renewed their exception to said

Finding XIII as rewritten, the same is hereby overruled."

(R. 753.)

The master's proposed Finding XIII (R. 591-4) was

rewritten in the form of Court's Finding XIII. (R. 809-

812.)

"Exception No. 143. Defendants except to the said

Master's proposed finding No. XIV (R. 594) on the fol-

lowing grounds:

"(a) The market value of stock and bonds should
have been based on the average market quotations there-

of for the year immediately preceding the respective
assessments dates, instead of a five year average thereof,

and the figures used should have been $339,315,872 for

the 1935 assessment and $344,874,344 for the 1936 assess-

ment;

"(b) The deductions for non-operating property
should have been $108,031,167 for the 1935 assessment
and $100,669,294 for the 1936 assessment, as found by the
Tax Commission, instead of the figures used by the Mas-
ter in said findings No. XIV;

"(c) The figures showing market value of stock and
bonds less deductions for non-operating property should
have been $231,284,705 for the 1935 assessment, and $244,-

205,050 for the 1936 assesment, instead of the figures used
by the Master in said finding No. XIV.

"(d) The evidence to sustain the said proposed find-

ing is insufficient and there is no evidence sufficient to

overcome the strong presumption of correctness of the
commissioner's figures and conclusions." (R. 709-710.)

The foregoing exception was overruled by the court.

(R. 756.)
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"Exception No. 144. Defendants except to said Mas-
ter's proposed finding No. XVI (R. 596) for the following

reasons:

"(a) The evidence fails to show that the Tax Com-
mission either abused its discretion or acted arbitrarily

or capriciously in basing its conclusions as to the market
value of plaintiff's Washington operating properties upon
stock and bond values and reproduction cost alone. Hence
the Master was not justified in computing a value based
on a combination of stock and bond value and capitalized

net earnings values;

"(b) The figures set forth in said proposed finding

for 'One year—stock and bond value' should have been
$231,284,705 for the 1935 assessment and $244,205,050 for

the 1936 assessment, with a corresponding change in the
figures following 'Composite value—average of two';

"(c) The figures set forth in said proposed finding

for 'Three years—stock and bond value' should have been
$188,580,870 for the 1935 assessment, and $225,703,052 for

the 1936 assessment, with a corresponding change in the

figures following 'composite value—average of two';

"(d) The figures set forth in said proposed finding

for 'Five years—stock and bond value' should have been
$235,340,312 for the 1935 assessment, and $216,550,789 for

the 1936 assessment, with a corresponding change in the

figures following 'composite value—average of two.'
"

(R. 710-711.)

The court's order with respect to said Exception 144

was as follows:

"Defendants' Exception 144 to the master's Finding
XVI be and the same is hereby overruled.

"It is ordered, however, that there be substituted the
figures taken from the Tax Commission's report and
order on reassessment. After deducting the stock and
bond value, the value of the non-operating property is

found by the master and, as so changed, said Finding XVI
is adopted by the court.

"Defendants having renewed their said exception to

said Finding XVI, as so reformed, the same is hereby
overruled." (R. 753.)
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The Master's proposed Finding XVI (R. 596-7) was

rewritten in the form of Court's Finding XVI. (R. 814-

815.)

"Exception No. 145. Defendants except to the said

Master's proposed finding No. XVII (R. 596-7) on the fol-

lowing grounds:

"(a) The evidence shows that the true and fair

value in money and the fair cash market value of plain-

tiff's railroad system for the year 1935 was not less than

$281,051,742 and for the year 1936 was not less than $291,-

014.624, instead of the figures set forth in said proposed
finding;

"(b) The figures set forth in said proposed finding of

$203,923,191 for 1935 and $190,128,168 for 1936, do not rep-

resent the true market value of plaintiff's railroad sys-

tem for the reason that the same are arrived at in part

by using as a factor capitalized income for a three year
period, by erroneously using as a factor stock and bond
value based on a five year instead of a one year average,

by making too large a deduction for non-operating prop-

erty, and by not using a sufficient amount as indicating

the reproduction cost less depreciation of plaintiff's sys-

tem operating property;

"(c) The evidence fails to show that a one year pe-

riod is too short or is not a reasonable or representative

period for averaging stocks and bonds;

"(d) The figures based on a one year average are

too low in that the same are arrived at in part by using

as a factor capitalized income, by making too large a

deduction for non-operating property, and by not using

a sufficient amount as indicating the reproduction cost

less depreciation of plaintiff's system operating prop-

erty." (R. 711-712.)

The Court's order with respect to said Exception 145

was as follows:

"Defendants' Exception 145 to the master's Finding
XVII be and the same is hereby overruled.

"Said finding XVII having been reformed and re-

worded on plaintiff's exception thereto and, as so re-

formed and reworded, having been adopted by the court,
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and defendants having renewed their exception thereto,

the same is hereby overruled." (R. 753.)

The Master's proposed Finding XVII (R. 596-7) was

rewritten in the form of Court's Finding XVII. (R. 815-6.

)

"Exception No. 146. Defendants except to the said

Master's proposed finding No. XVIII (R. 597-600) on the

following grounds:

"(a) The evidence fails to show that the value of

plaintiff's railroad as a system and of that portion in the

state as reflected by its utility, is so far less than the cost

of reproduction as determined by the Interstate Com-
merce Commission or the present cost of reproduction

that such cost cannot be used to increase the cash mar-
ket value as determined by the value of stock and funded
debt and/or capitahzed net earnings;

"(b) The evidence fails to show that either the

plaintiff's operating property or that portion thereof in

Washington is more extensive than needed for the busi-

ness which plaintiff may reasonably expect to have in

the future;

"(c) The Master erroneously finds that the sum of

$31,746,251 for the 1935 assessment and $31,627,610 for

the 1936 assessment set forth in the Tax Commission's

computation of the value of plaintiff's Washington operat-

ing properties as '20% of reproduction cost new less de-

preciation' represent no element of market value what-
soever, whereas in truth and in fact said respective sums
each represents and reflects market value to the extent

of the full amount thereof;

"(d) Said proposed finding is contrary to the evi-

dence and to almost every court decision touching that

question, and contrary to the statutes of the State of

Washington, and is speculative and imaginary." (R.

712-3.)

The court's order with respect to said Exception 146

was as follows:

"Defendants' Exception 146 to the master's Finding

XVIII be and the same is hereby overruled.

"It is ordered, however, that said Finding XVIII be

reformed and reworded, and the same having been done

and presented to the court, is adopted as Finding XVIII.
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"Defendants having renewed their exception to said

Finding XVIII, as reformed and reworded, the same is

hereby overruled." (R. 754.)

The master's proposed Finding XVIII (R. 597-600)

was rewritten in the form of Court's Finding XVIII

.

(R. 816-820.)

"Exception No. 147. Defendants except to the said

Master's proposed finding No. XIX (R. 600-601) for that

the said Master finds therein that the respective sums of

$231,284,705 for the 1935 assessment and $244,205,050
found by the Tax Commission to be the commercial value
of plaintiff's operating property is each greatly in excess
of the cash market value of plaintiff's system operating
property for the respective years, whereas in truth and
fact the evidence shows the system value of plaintiff's

system operating property to have been not less than
$281,051,742 for the 1935 assessment, and not less than
$291,014,624 for the 1936 assessment." (R. 713-714.)

The court's order with respect to said Exception 147

was as follows:

"Defendants' Exception 147 to the master's Finding
XIX be and the same is hereby overruled.

"It is ordered, however, that said Finding XIX be
reformed, and the same having been done and presented
to the court, is adopted as Finding XIX.

"Defendants having renewed their exception to Find-
ing XIX as reformed, the same is hereby overruled."
(R. 754.)

The master's proposed Finding XIX (R. 600-601) was
rewritten in the form of Court's Finding XIX. (R. 820.)

"Exception No. 148. Defendants except to the said
Master's proposed finding No. XX (R. 601-2) for the fol-

lowing reasons:

"(a) Therein the said Master adopts as the alloca-

tion factor for the apportionment of system value to
Washington of 30.95% for the 1935 assessment and 30.87%
for the 1936 assessment, computed by giving two-thirds
weight to relative track mileage and one-third weight to
relative cost of reproduction, whereas the evidence shows
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that the percentage of system value in the State of Wash-
ington was not less than 34.47% for the 1935 assessment
and not less than 33.92% for the 1936 assessment as found
and determined by the Tax Commission, and whereas,
further, that although the evidence shows that relative

net earnings is one of the most important considerations
in the apportionment of system value between States, the
Master has wholly ignored relative net earnings in his

allocation of system value to Washington;

"(b) The evidence fails to show that the Tax Com-
mission either abused its discretion or acted capriciously
or arbitrarily in using relative net earnings and relative

reproduction cost as the measure of the proportion of sys-

tem value located in Washington, and it was therefore
beyond the power or province of the Master to use a dif-

ferent method, the extreme limit of his power or author-
ity being to correct any error that the Tax Commission
may have made in computing the factor used by it;

"(c) The evidence fails to show that the proportion
of system value apportioned to Washington by said Mas-
ter's factor is either fair or just to Washington, and
affirmatively shows that said factor fails to give Washing-
ton proper credit for plaintiff's extensive terminal prop-
erties located in Washington;

"(d) The Master erroneously finds that the market
value of plaintiff's operating property in Washington for

the year 1935 was only $63,073,433 and for the year 1936
was only $58,692,565 instead of at least $90,000,000 for the
year 1935 and at least $88,500,000 for 1936 as found by the
Tax Commission and established by the evidence herein;

"(e) The evidence fails to show that the assessment
and taxation of plaintiff's operating property for either

the years 1935 or 1936 was either excessive, or grossly
excessive, or was made by either a wrong method or a
fundamentally wrong method, or was made by an unlaw-
ful method, or was arbitrary, or was in violation of the
Fourteenth Amendment to the State Constitution or was
made in violation of the applicable statutes of the state or

any of them." (R. 714-716.)

The court's order with respect to said Exception 148

was as follows:



373

"Defendants' Exception 148 to the master's Finding
XX be and the same is hereby overruled.

"Said Finding XX having been reformed and re-

worded on plaintiff's exception thereto and, as so re-

formed and reworded, having been adopted by the court,

and defendants having renewed their exception thereto,

the same is hereby overruled." (R. 754.)

The master's proposed Finding XX (R. 601-2) was
rewritten in the form of Court's Finding XX. (R. 821-3.)

"Exception No. 149. Defendants except to the said

Master's proposed finding No. XXI (R. 602-3) for the fol-

lowing reasons:

" (a) The said Master erroneously finds that the cost

of reproduction as found by the Interstate Commerce
Commission as of 1917 does not include any depreciation

since 1917 of property now in use as it existed in 1917

whereas the evidence fails to show that in view of the ad-
ditions, betterments and appreciation since 1917, the ac-

tual depreciation of plaintiff's operating properties as a

whole, either for the system, or in the State of Washing-
ton, is any greater than that found by the Interstate Com-
merce Commission as of 1917;

"(b) The said Master finds that said Interstate Com-
merce Commission's valuation of 1917 plus net additions

and betterments does not represent the cost of reproduc-
tion of property as of 1934 or 1935 at prices and cost of

materials and labor as of those dates, but the Master does
not find, as he should have found, and as the evidence
establishes, that the cost of reproduction of plaintiff's

operating property both in Washington and elsewhere
would have been far greater in 1934 and 1935 than the

reproduction cost thereof as found by the Interstate Com-
merce Commission, plus net additions and betterments
thereto;

"(c) The said Master finds that subsequent to 1917
certain of plaintiff's operating properties have become
obsolete, in whole or in part, but fails to find, as he should
have found, and as the evidence establishes, that large in-

creases in cost of labor and material in 1934 and 1935 as

compared with such costs in 1910 to 1914, and those in-

volved in the cost of additions and betterments to plain-
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tiff's property subsequent to 1917 much more than offset

any reduction in the value of plaintiff's operating lands
or depreciation or obsolescence of other properties sus-

tained by plaintiff's operating properties prior to either

1934 or 1935." (R. 716-7.)

The court's order with respect to said Exception 149

was as follows:

"Defendants' Exception 149 to the master's Finding
XXI be and the same is hereby overruled.

"It is ordered, however, that Finding XXI be re-

formed by striking the last sentence thereof, and the
same having been done and presented to the court, is

adopted by the court as Finding XXI.
"Defendants having renewed their exception to Find-

ing XXI as reformed and reworded, the same is hereby
overruled." (R. 755.)

The master's proposed finding XXI (R. 602-3) was
rewritten in the form of Court's Finding XXI. (R. 823-4.)

"Exception No. 150. Defendants except to the said

Master's proposed finding No. XXII (R. 603-610) for the

following reasons:

"(a) The Master finds therein that the Turnburke
method of allocation is novel and untried and was re-

jected by the Court of Appeals in Great Northern v.

Weeks, and is erroneous as applied in this case, whereas
such finding is not sustained in any particular by the

evidence herein and is contrary thereto;

"(b) The Master finds that the Turnburke alloca-

tion method is erroneous in that it assigns to Washington
$1,321,916 or 20.87% more interstate freight revenue than
is assignable by the mileage prorate method, whereas
the evidence shows that said method does not assign to

Washington any more interstate freight revenue than
that to which Washington is equitably and rightfully

entitled;

"(c) The Master finds that the mileage prorate

method of apportionment of interstate freight revenue to

states is prescribed by the Public Service Commission
of Washington and followed by the Tax Commission of

Washington in its form of report submitted to plaintiff.
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and is in universal use in railroad accounting through

the United States, whereas the evidence shows that said

mileage prorate method of apportioning interstate freight

revenue is used by said commissions and boards and in

railroad accounting only for purposes of reporting to

regulatory and taxing boards, and is not used in rate or

other proceedings where the earnings of particular seg-

ments of a railroad are in controversy; and further, that

said mileage prorate is not used as a basis for apportion-

ing interline revenue between connecting carriers in

situations analagous to the relation of the plaintiff's

Washington lines to the balance of the system;

"(d) The Master finds that the Turnburke method
is erroneous in that it assigns to Washington $1,209,437

of interstate revenue which did not touch Washington
and increases the interstate revenue assigned to Wash-
ington by that amount, and that it is fundamentally erro-

neous to assign to Washington any revenue from busi-

ness which did not touch Washington, whereas in truth

and in fact were the Turnburke formula applied alone

to the interstate freight touching Washington, and the

relative cost of hauling the same within and without
Washington ascertained, and were the revenue from such
interstate freight touching Washington apportioned to

Washington according to such relative cost, the revenue
thus apportioned to Washington would unquestionably
exceed that apportionable to Washington on a mileage
prorate in an amount equalling or exceeding that ap-

portionable by the Turnburke formula as computed and
applied by the Tax Commission, and furthermore, the

evidence shows that the Turnburke method is not erro-

neous in using the ton mlies and revenues of all inter-

state freight and the relative expenses incident thereto

within and without the state as the basis of apportion-

ment to the taxing state;

"(e) The Master finds that the Turnburke method
is erroneous in that, as used by the Tax Commission, the
assignment of interstate revenue to Washington is based
on the relation of cost of doing both local and interstate

freight business, and that the cost of doing local business
is, per unit of freight carried, at least twice as great as

that of doing interstate business, and that this results

in an excess assignment of interstate freight revenue to
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Washington, whereas the testimony of plaintiff's own
witness shows that in 1933 the railway operating expense
per revenue net ton mile in Washington as to intrastate

freight was 1,0591 cents, and of interstate freight was
0.9277 cents, and hence that in 1933 the cost per unit
of hauling intrastate freight in Washington exceeded the
cost per unit of hauling interstate freight in Washington
only by but slightly more than 14%, this being the only
evidence in the record as to the relative cost of hauling
interstate freight and intrastate freight in Washington,
and whereas the evidence shows that the effect of this

differential in the cost of hauling interstate and intra-

state freight in Washington on the Turnburke allocation

factor is negligible and unimportant and may in practice

be readily corrected so as to make the factor fair and
equitable, and has been so corrected as shown by the
evidence herein;

"(f) The Master finds that the Turnburke method is

erroneous in that the same does not include taxes as an
operating expense, which error is prejudicial to plaintiff

because the relation of taxes to net revenue is greater
in Washington than elsewhere on the system, whereas
the evidence shows that taxes are not properly treated

as an operating expense in computing a relative net rev-
enues factor, and that if they were, it would simply
mean that more revenue would have to be apportioned
to the taxing state to cover such taxes, and whereas the
evidence shows further that the relation of taxes to net
revenue in Washington is no greater than on other parts

of plaintiff's system, and hence that in no event would
plaintiff be prejudiced by taxes not being treated as an
operating expense in the use of the Turnburke allocation

factor;

"(g) The Master finds that the Turnburke method
is erroneous in that it includes as an operating expense
a return for the use of capital, and erroneously uses re-

production cost less depreciation of the property used
as a basis of such reurn, whereas said finding is in every
particular erroneous and not sustained by the evidence,

but is contrary thereto;

"(h) The Master finds that the Turnburke method
is erroneous in that its validity rests upon the assump-
tion that rates should be based on the cost of service,
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and that rates are not in fact based on the cost of service,

and that cost of service is given little or no considera-

tion in fixing rates, whereas the said finding is not sus-

tained by the evidence, but is contrary thereto;

"(i) The Master finds in paragraph a (7) of said

proposed finding that the use of the Turnburke method
is erroneous in that its use is impractical, whereas the

record wholly fails to sustain said finding, and whereas
it is well recognized that the fair and equitable allo-

cation of system value to states is very difficult and in-

volved and the Turnburke factor is the only practical

factor devised for fairly apportioning such system value
between states on the basis of relative net revenue, and
any errors that may result in its use in particular cases

may with the cooperation of the railroad involved, be
readily corrected so as to do justice alike to the tax-

payer and taxing state;

"(j) The Master finds that defendants' witness,

Newell, was but little, if at all, qualified to testify on the
subject of allocation, whereas the evidence shows that

he was abundantly qualified so to testify;

"(k) The Master finds that defendants' witness,

Newell, in the application of his method of allocation,

treats the value of joint facilities in Washington used
by other railroads under leases as non-operating prop-
erty, whereas the evidence affirmatively shows that the
same is treated as operating property in the application
of said method;

"(1) The Master erroneously finds that in the ap-
plication of the Newell method of allocation it is assumed
that net revenue in a given state was earned in the same
relation to system net revenue as expenses in the state

bear to the system expenses, and that in this, said method
is erroneous because the kind of traffic and the distance
hauled and the expenses vary greatly in the several
states, whereas the evidence shows that with respect to

the property used in the taxpayer's own railway opera-
tions, the said allocation factor proposed by said Newell,
is based upon the relative railway operating expense
within the taxing state as compared with those of the
system, without regard to the revenue earned within and
without such state, and differences in the character of
the traffic and distance such traffic is hauled in the dif-



378

ferent states is immaterial since all such traffic con-
tributes to the welfare and profitableness of the system
as a unit, without which it could not exist in any of the
states traversed;

"(m) The Master finds that the total expenses used
by Newell in computing his allocation factor are as re-

ported by requirement of the various state commissions,
and further finds that this apportionment is based on
many arbitrary assumptions and that the possibility of

error is too great to permit of such method being used
as an allocation factor, the evidence fails to show that
such expenses are not so apportioned between states

with sufficient accuracy to afford the basis of the com-
putation of a fair, just and reasonable allocation factor,

and the evidence does show that the expenses as so ap-
portioned to Washington in plaintiff's reports to the state

regulatory bodies have been used by the plaintiff itself

in many important actions and proceedings on the theory
that the same are correct;

"(n) The Master erroneously finds that both the

Newell and Turnburke methods cannot be used, and that

both are fundamentally erroneous and imported into

Washington and taxed property not within the state,

whereas in no particular is such finding sustained by the

evidence, but is contrary thereto;

"(o) The Master finds that the Tax Commission's
method of allocation imports and taxes in Washington
property not within the state in large sums for both the

years 1935 and 1936, whereas there is no evidence in the

record to support said finding, the evidence showing on
the contrary that no property is, or has been, imported
into, and taxed in Washington by the application of the

Tax Commission's method of allocation." (R. 717-724.)

The court's order with respect to said Exception 150

was as follows:

"Defendants' Exception 150 to the Master's Finding
XXII is hereby overruled.

"It is, however, ordered that said Finding XXII be
reformed and reworded, and the same having been done
and presented to the court, is adopted as Finding XXII.

"Defendants having renewed their exception to Find-
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ing XXII as reformed and reworded, the same is hereby
overruled." (R. 755.)

The master's proposed Finding XXII (R. 603-610)

was rewritten in the form of Court's Finding XXII. (R.

824.)

"Exception No. 151. Defendants except to the Mas-
ter's proposed finding No. 23 (R. 610-611) for the follow-

ing reasons:

"(a) The Master finds therein that plaintiff's prop-

erty was assessed and taxed in Washington for 1935 at

70.0180% of its true cash market value, and for 1936 at

66.3192% of its true cash market value, whereas the evi-

dence shows that for neither of said years was said prop-

erty assessed and taxed at amounts in excess of the per-

centage of said property's true cash market value at

which other taxable property was assessed and taxed in

the counties in which plaintiff's said property is located

in Washington, as shown by vertical column 3 of Exhibits

A and B attached to said proposed findings;

"(b) The Master finds that the assessment and taxa-

tion of plaintiff's property for 1935 and 1936 was grossly

discriminatory, whereas the evidence fails to show that

the assessment and taxation of plaintiff's property for

either 1935 or 1936 was either discriminatory or grossly

discriminatory, or intentionally discriminatory, or per-

sistently discriminatory or systematically discriminatory,

or subjects plaintiff's property to a burden of taxation in

excess of the true cash market value at which other
property was assessed and taxed in Washington." (R.

724-725.)

The court's order with respect to said Exception 151

was as follows:

"Defendants' Exception 151 to the Master's Finding
XXIII be and the same is hereby overruled, except it is

ordered that a clerical error be corrected by substituting

the figure 62.61% for the figure used by the master of

70.0180%, and the figure 66.85% for the figure used by
the master of 66.3192%.

"It is further ordered that said Finding XXIII be re-

formed and reworded, and the same having been done
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and presented to the court, is adopted as the court's Find-
ing of Fact XXIII.

"Defendants having renewed their exception to said

Finding XXIII as reformed and reworded, the same is

hereby overruled." (R. 755-6.)

The master's proposed Finding XXIII (R. 610-611)

was rewritten in the form of Court's Finding XXIII. (R.

824-5.)

"Exception No. 152. Defendants except to the Mas-
ter's proposed finding No. XXIV (R. 611-612) for the fol-

lowing reasons:

"(a) The Master finds the primary value of plain-

tiff's property in Washington for the year 1935 is a total

of $63,073,443 as shown in Exhibit 1 attached thereto,

whereas in truth and in fact the evidence show^s that the

true and correct primary value of said property for said

year is a total of $90,000,000 as shown in detail in vertical

column 2 of Exhibit A attached to said proposed findings;

"(b) The Master finds that the equalized value of

said property in Washington for 1935 is $27,497,314 as

shown in Exhibit 1 attached thereto, whereas in truth and
in fact the evidence shows that the true and correct equal-

ized value of said property for said year is a total of $39,-

489,470 as shown in detail in vertical column 4 of Exhibit

A attached to said proposed findings;

"(c) The Master finds the primary value of plain-

tiff's property in Washington for the year 1936 is a total

of $58,692,565 as shown in Exhibit 2 attached thereto,

whereas in truth and in fact the evidence shows that the

true and correct primary value of said property for said

year is a total of $88,500,000 as shown in detail in vertical

column 2 of Exhibit B attached to said proposed findings;

"(d) The Master finds that the equalized value of

said property in Washington for 1936 is $25,857,280 as

shown in Exhibit 2 attached thereto, whereas in truth and
in fact the evidence shows that the true and correct equal-

ized value of said property for said year is a total of $39,-

238,513 as shown in detail in vertical column 4 of Exhibit

B attached to said proposed findings." (R. 725-6.)

The foregoing exception was overruled by the court.

(R. 756.)
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"Exception No. 154. Defendants except to the Mas-
ter's proposed finding No. XXVI (R. 612-616) in the

following particulars:

"(a) The Master finds therein that plaintiff is with-

out a plain, speedy, adequate, complete and efficient

remedy at law and that the plaintiff will sustain great

and irreparable damage if defendants are not restrained

from collecting the taxes as actually assessed, and fur-

ther, finds that plaintiff would have no remedy in a
federal court of law except by a multiplicity of actions

which would result in diverse judgments as to the market
value of their property and the amount of tax due and
that such varying results could be reconciled only by
numerous appeals, great expense and delay and that

plaintiff would have no means of enforcing judgment of

a federal court for refunding of taxes paid under protest,

whereas said proposed finding in the particulars above
mentioned is not sustained by law or by any evidence
in the case and is contrary to the evidence and is a mis-
construction of the applicable statutes and laws;

"(b) The Master further finds that Chapter 62 of

the Laws of Washington of 1931, as amended, does not
provide a plain, speedy, and efficient remedy at law in

the state courts and that no remedy is provided in equity
in the state courts and that there will not be in the tax
refunding funds of the various counties sufficient money
to repay taxes that might be paid under protest and that
refunding warrants which plaintiff would be compelled
to accept could not be sold or reduced to cash except
at a great discount, whereas said proposed finding in
the particulars set out is not sustained by any evidence
in the case and is purely speculative and imaginary.

"(c) The Master further finds that in many taxing
districts of the state delinquencies will not be paid for
many years and a large part will never be paid; that
plaintiff did not, or might not, recover taxable costs that
it might be allowed, in a judgment for a refund; that
there would be a delay of two years after the entry of
such a judgment; that a large portion of taxes levied
will continue to be delinquent; and that a substantial
portion of any judgment for a refund that plaintiff might
obtain in a state court would never be paid, whereas
such findings and each and all thereof are purely specu-
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lative, and imaginary and not sustained by any evidence
in the case and constitute a misconstruction and misappli-
cation of the law and the facts." (R. 727-9.)

The court's order with respect to said exception 154

was as follows:

"Defendants' Exception 154 to the master's Finding
XXVI be and the same is hereby overruled.

"It is ordered, however, that said Finding XXVI be
reformed and reworded, and the same having been done
and presented to the court, is adopted as Finding XXVI.

"Defendants having renewed their exception to

Finding XXVI as reformed and reworded, the same is

hereby overruled." (R. 756.)

The master's proposed finding XXVI (R. 612-616)

was rewritten in the form of Court's Finding XXVI. (R.

826-830.)

"Exception No. 157. Defendants except to the Mas-
ter's proposed conclusion No. II (R. 618) and the whole
thereof on the ground that in no particular is the same
sustained either by the evidence or by the Master's pro-

posed findings." (R. 729-730.)

"Exception No. 159. Defendants except to the Mas-
ter's proposed conclusion No. IV (R. 619) and the whole
thereof on the ground that in no particular is the same
sustained either by the evidence or by the Master's pro-

posed findings." (R. 730.)

"Exception No. 162. Defendants except to the Mas-
ter's proposed conclusion No. VII (R. 731) and the whole
thereof on the ground that in no particular is the same
sustained either by the evidence or by the Master's pro-

posed findings, and further, that the same is contrary to

law, it being apparent from the applicable statutes and
the evidence that plaintiff has in fact a plain, speedy, ade-

quate and efficient remedy both at law and in equity in

the state court, and also a remedy at law in the federal

court." (R. 731-2.)
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The court's order with respect to said exceptions

157, 159 and 162 was as follows:

"Defendants' Exceptions 156 to 162 inclusive, to the

Master's proposed conclusions be and the same are over-

ruled.

"It is ordered, however, that said conclusions be
reformed and, that having been done and the same pre-

sented to the court, are adopted as the court's conclu-

sions in lieu of those found by the master herein.

"Defendants having renewed thier exceptions to said

conclusions, the same are hereby overruled." (R. 756-7.)

The Master's proposed conclusions II, IV, and VII (R.

618-620) were rewritten in the form of Court's Conclu-

sions II, IV and VII. (R. 832-4.)




